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OUR COVER 


Featured on our cover this month is Harold T. Swartz, the new 
Assistant Commissioner of the Internal Revenue Service in charge of 
technical activities. Mr. Swartz succeeded Justin F. Winkle, who resigned 
to enter the private practice of law on September 30, 1958. 


Assistant Commissioner Swartz is no stranger to tax men. Prior to 
his appointment as assistant commissioner, he was director of the 
Tax Rulings Division of the national office, which issues rulings to tax- 
payers and technical advice to district directors on all types of taxes 
except those involving alcohol, tobacco and firearms. As Assistant 
Commissioner of Internal Revenue, Mr. Swartz directs the activities of 


the Tax Rulings Division, the Technical Planning Division, the Special 
Technical Services Division and the International Tax Relations Division. 


Mr. Swartz entered the Internal Revenue Service in 1935 as an 
internal revenue agent in New York City. In 1943 he transferred to 
the Washington office as a chief conferee of the Pension Trust Division 
where he assisted in formulating regulations and policies in the pension 
trust field. He later served as technical adviser to the deputy com- 
missioner of the Income Tax Unit, and as a member of the Commis- 
sioner's management staff. When the Internal Revenue Service was 
reorganized in 1952, he became director of the Tax Rulings Division 
where he proved once again he was an able administrator and an 
expert in the many types of federal taxes ruled upon by his division. 


The Internal Revenue Service is indeed fortunate to have Mr. Swartz 
serve in this important position where an intimate knowledge of the 
federal tax law is a necessity from the standpoint of issuing regulations 
and rulings, and representing the Commissioner before the tax-law writ- 
ing committees of Congress. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
State tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L, Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


“Subject to a mortgage.” In 1947, the United State Supreme 
Court decided a case entitled Crane v. Commissioner. The Court’s opin 
ion affirmed the decision of the Second Circuit Court of Appeals. The 
holding was that the basis of mortgaged property inherited was the 
value of the property undiminished by the mortgage as of the date 
of the death of the decedent as appraised for the purpose of the federal 
estate tax—its fair market value. Another point in the decision 
involved an adjustment for depreciation and still another point inter 
preted “amount realized.” Some of the facts of the case were that, 
under the will of her husband, the taxpayer had acquired land with 
an apartment house which, at the date of death, was “subject to a 
mortgage.” For estate tax purposes, the property was appraised at 
$202,000. For seven years the taxpayer deducted depreciation. The 
property was in default for nonpayment of interest. When the mort 
gagee threatened to foreclose, the taxpayer conveyed the property to 
a purchaser “subject to the first mortgage” and received a net amount 
of $2,500. The Commissioner computed the taxpayer's income by 
determining a capital loss from the sale of the land and an ordinary 
gain of more than $24,000 from the sale of the building, the bone of 
contention being that mortgage. Fritz L. Braunfeld, in a series of 
articles published in Taxes some 12 years ago, discussed quite thor 
oughly the tax situations growing out of transactions “subject to a 
mortgage.” Now Mr. Braunfeld turns his attention to the involuntary 
conversion of mortgaged property. Aside from the factual situation, 
Crane stands for the proposition that the seller of property who is not 
personally liable receives on death the same benefits as one who is 
personally liable. This principle of equal treatment is reflected in 
several provisions of the 1954 Code which treat assumed and non 
assumed mortgages alike. But, how must this principle be applied to 
involuntary conversions’ That’s the subject of Mr. Braunfeld’s latest 
article, which appears at page 697. Fritz L. Braunfeld is professor of 


law, John Marshall Law School, Chicago. 


Splitting income. Between now and the end of the year, more 


and more attention will be given to the minimization of income taxes 
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by the taxpayer. The taxpayer whose income is likely to bunch itself 
in one year can be heard to utter a prayer for some way to even the 
peaks and valleys. The Code is cognizant of, and at the same time 
sympathetic with, the theory of averaging income in specific circum 
stances. Robert C. Taylor, who for some years was an attorney for 
the Tax Court of the United States, has been considering this problem 
and, as a result, has written a very enlightening article on the tax 


relief that can be obtained where income can be attributed to several 


taxable years. He points out what relief is available regarding compen- 


sation from employment; income from invention or artistic work; 
income from back pay; income as a result of patent-infringement and 
breach-of-contract damages; and income received as a lump-sum pay 
ment under annuity, endowment or life insurance contracts. Mr 
Taylor's article begins at page 701. He is now associated with the 
firm of Golden, Croley, Howell, Johnson & Mizell in Dallas, Texas 


Stock options. The stock option is a relatively new method of 
compensating the employee. It is coming into widespread usage 
because of its adaptability to the minimization of taxes—not to over 
look, however, the worth-while motive of giving an employee an inter- 
est in the capital of the enterprise for which he works. Since a man 
is not obligated even under patriotic duty to pay more than his just 
tax and since taxes are levied on an annual basis, there is more reason 
to seek to level income over a man’s nonproductive years rather than 
heap taxes on him in his productive years. This article complements 
the Taylor article. Whereas the Taylor article discusses the minimiza 
tion of taxes by spreading the income over several years, this article 
discusses one of the devices whereby income may be spread or 


deferred 


Section 26 of the 1958 Technical Amendments Act pre 
“restricted stock option” treatment for variable price options. 


is an example: 


On March 1, when its stock is worth $100, X Corporation gives 
an employee a variable price restricted stock option to buy its stock 
at 50.7 per cent of the value of the stock two months before the option 
is exercised. On January 1, the stock was worth $150. Since the option 
price would be $85.05 if exercised immediately, and thus more than 
85 per cent of the $100 market value of the stock when the option 
was granted, it was a variable restricted stock option under the 1954 
Code before amendment. As to options granted after September 30, 
1958, however, such an option would not qualify unless the option 
provides that the option price is to be determined by reference to such 
fair market value only if the fair market value is not greater than the 
average fair market value of the stock during the month in which 


the option is exercised. 
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Edward S. Schlesinger, whose article begins at page 709, was in 
the Rulings Section of the Internal Revenue Service in Washington, 
until he recently became associated with the Chicago law firm of 
David Altman. His article is a thorough discussion of the use of 
restricted stock options. 


Life insurance. The new Technical Amendments Act of 1958 
makes several changes in the law of interest to people owning life 
insurance or annuities or having an investment in pension plans or 
pension trusts. There has been much activity in the courts also. 
Several decisions in this area have reached the Supreme Court. One 
such case—Fidelity-Philadelphia Trust Company—involved the purchase 
of annuity and single-premium life insurance. This decision, you 
might remember, held that despite the single transaction in which the 
two contracts were purchased, the decedent acquired two items of 
property. Consequently, the life insurance policies were not includible 
in the insured’s gross estate for estate tax purposes. 


\t the recent meeting of the American Bar Association in Los 
\ngeles, the section on insurance scheduled a talk by K. Martin 
Worthy on federal taxes and life insurance. The full text of Mr. 
\Vorthy’s paper appears at page 737. 

He is an attorney in Washington, D. C.—a member of the firm 
of Hamel, Park & Saunders. 


TAX-WISE NEWS 


66) 

\ EITHER a borrower, nor a lender be 
For loan oft loses both itself and tax deduction.” This rendition 
of Polonius’ advice might shock Mr. Shakespeare, but it is apropos 
of a recent decision of the Tax Court (Eli D. Goodstein, CCH Dee. 
Za Ade, 20 LG , No. 124). This is a long decision describing 
a complicated purchase of $10 million in United States Treasury 
notes for a down payment of $15,000. The court, in effect, said 
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that it is true that all interest paid or accrued within the taxable 
year on indebtedness can be deducted. Interest means “com- 
pensation for the use of money” and “the amount which one has 
contracted to pay for the use of borrowed money.” The Commis- 
sioner goes along with this definition and, further, he insists 
there must be an indebtedness and there must be a payment of 
interest. Promissory notes that are purely ritualistic and in- 
debtedness incurred to create a tax benefit are not indebtedness. 
The kind of a transaction which the statute refers to when it 
permits a deduction of interest is one which has substance and 
one in which there is a true motive of deriving profit. 


I ii AVY construction equipment bought un- 
der a conditional sales contract in this case raises the question 
of whether the payments are rentals and consequently, are 
deductible or whether the payments are capital expenditures. 
The taxpayer treated these payments as rental and, consequently, 
took no deduction for depreciation. When any item of equipment 
was sold, he computed his gain by using as a basis the amounts 
of future installments which he was required to prepay in order 
to obtain title for the sale; then he treated the gain as ordinary 
income. The Commissioner disallowed the rental deductions. 
He set up the equipment as having been purchased, allowed the 
taxpayer depreciation, made an adjustment in the basis and gave 
capital gains treatments to any of the resulting gains. The Tax 
Court held for the Commissioner.—H. G. Jrby, Jr., CCH Dee. 
23,148, 30 TC —, No. 123. 


A MI L)1¢ AL 1] DUCTI( IN occasioned by 


expenses for a 1!2-month stay at a resort hotel for the purpose 
of recuperating is not allowable when there is no evidence as to 


the nature of the illness or that the stay at the resort hotel was 
at the direction of a doctor.—/oseph Scura, CCH Dee. 23,151(M), 


17 TCM 801. 


Query “What is a business?” Answer: 
< 


“That which occupies the time, attention and labor of men for 


the purpose of a livelihood or profit. . . . an occupation or 
employment will not be excluded from the classification of busi 
ness merely because it actually results in loss instead of profit: 
but it is essential that livelihood or profit be at least one of the 
purposes for which the employment is pursued.” The taxpayer 


had a complete record for 18 years as to her receipts and expenses 
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in connection with her “business”—the painting and selling of 
her own paintings. Total receipts for the 18 years amounted to 
$7,200. Expenses over the same period amounted to $131,000. 
In nine, including the last five, of the 18 years, there were no 
receipts whatever. Query: Was the taxpayer in the business of 
being an artist? Answer: No.—Estate of Johanna Hailman, CCH 


Dec. 23,157(M), 17 TCM 812. 


ry 

l HE FLORIDA SALES TAX is imposed 
on the consumer of tangible personal property; therefore, it is 
deductible regardless of whether or not it is imposed on property 
used in a trade or business.—Kev. Rul. 58-454. 


A CASUALTY LOSS DEDUCTION is 
permitted for casualty loss. Suppose a storm damages property 
One measure of the loss might be the difference between the 
value of the property before the storm and the value of the prop 
erty after the storm. Value is established by what a willing buyer 
will pay for the property. If the price a willing buyer offers is 
low because of his fear of future storm damage, based upon a past 
history of storm damage, such a loss in value of the property 
would not be the result of physical damage caused by a storm 
or storms. Hence, no casualty loss deduction measured in this 
way would be deductible-—Frank P. Kendall, CCH Dee. 

17 TCM 809. 


While we're talking about casualty losses of houses and 
buildings, you might consider the damage to property by wood 
worms or termites. A deduction for a loss occasioned by a 
casualty contemplates that such casualty have an element of 
suddenness. If it can be established that as a result of frequent 
inspections, there was a sudden infestation of termites which 
caused damage, then the damage is a casualty with an element 
of suddenness for which a tax deduction is allowable.—Buist v 
U. S., 58-2 ustc J 9806 (DC S. C.). 


, ! 

Last month we discussed a very interesting case on casualty 
losses—Bliss v. Commissioner, 58-2 ustc § 9618. See page 616 of 
the September issue of TAXEs. 


ry 
I HOSE supplemental unemployment benefit 
plans which were negotiated between automobile companies and 


the union have two types of tax exemption. Contributions to the 
trust by the employer were held deductible by the employer some 
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time ago. Now, Rev. Rul. 58-442 says the income to such trust 
is likewise exempt from federal income tax. The ruling holds 
that since the trust was established as a result of a collective 
bargaining agreement for the purpose of furnishing supplemental! 
unemployment benefits to employees during a period of temporary 
layoff, the trust is a voluntary employees’ beneficiary association 
These rulings have nothing to do with the benefits paid by the 
trust to the guy laid off. What he receives is includable in his 


gross income, 


I): \ SON CONTRIBUTES to the support 
f his parents and then claims a dependent deduction, don't 
werlook the fact that social security benefits of the parents must 


be taken into consideration.—Rev. Rul. 58-419. 


A BANK, by deed, conveyed to the trustees 
of its employee pension trust the land the bank building was on 


Then the pension trust immediately leased the land to the bank 


for a 20-vear term. The lease provided that the bank could repur 
chase the property on certain conditions. The Commissioner 
contends that a contribution to a pension trust to be deductible 
must be paid in cash or its equivalent during the taxable year. 
whereas the transaction which took place in this case amounted 
to no more than an obligation to make a cash payment to the 
pension trust at some future time when the option to repurchase 
might be exercised. He says that the “considerable value” of the 
deed did not make it “the equivalent of cash” and it was “merely 

piece of paper evidencing a payment to be made sometime 


within the next 20 vears” as far as the fund was concerned. 


ut the court holds that payment need not be cash and even 
‘bt can be paid in property if the debtor is willing to accept 
property as payment. There is no reason why a contributio1 
a pension trust could not be made in property and still be 
deductible-—Colorado National Bank of Denver, CCH Dec. 23.105 


30 TC —, No. 97. 


mn 
I Hk TERM “medical care,” so says the law, 


shall include amounts paid for the diagnosis, cure, etc., of disease 


and “amounts paid for accident or health insurance.” This tax 
payer thought the law meant what it said and deducted $763 
representing the amount of premiums he paid on various accident 


policies. These policies provided specific payment for loss of life, 
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limbs or sight; for total or partial disability resulting from acci- 
dental injury; for sickness resulting in total disability and con- 
finement or nonconfinement; for confinement to a hospital by 
reason of injury or sickness; and for reimbursement of certain 
medical expenses resulting from nondisabling accidents. The Tax 
Court says that this phrase applies only to amounts expended 
to provide reimbursement of medical expenses. The premium on 
one policy was $136, of which the insurance company attributed 
$3.60 to the medical reimbursement clause. Another policy the 
premium of which was $79.50 had only $15 allocated to the med 
ical reimbursement clause. What portion of the premium is 
allocable to the medical reimbursement clause is not easy to 
prove. Even the insurance companies do not break the premium 
down this closely.—Drayton Heard, CCH Dec. 23,139, 30 TC 
No. 116. 


THe TAXPAYER SAYS he did not file dec- 
larations of estimated tax because his tax man didn’t prepare 
them for him. The tax man says he didn’t file estimates for any 
of his clients because he believed the Service was not imposing 
penalties for failure to file estimates. The Tax Court says failure 
to file declarations for estimated tax was not due to reasonable 
cause. . . . additions to tax about $3,800.—Gordon M. McIntyre, 


CCH Dec. 23,130(M), 17 TCM 764. 


I -MEN are not always just tax men, law 


yers or accountants. Some of them are engineers. The Internal 


Revenue Service uses them for one very good reason: In a great 
many federal tax cases, a good part of the tax owed by the tax 
payer turns on consideration involving facts and principles which 
are peculiarly engineering in nature. When these issues come 
up, the taxpayer is often surrounded by his own engineering 
talent in presenting his case to the Service. So, in self defense, 
the Service must have its slide-rule experts. Having such experts 
works out to the advantage of the taxpayer as well as to the 
Service, because the taxpayer’s engineer can talk to the Service's 
engineer in engineering language. Engineering issues are becom 
ing considerably more important because of automation, stepped- 
up mineral and oil exploitation, and the emergence of new indus 
tries, such as electronics and nuclear power. The Service assigns 
engineer revenue agents to the field offices having the greatest 
concentration of engineering issues and problems. It also main 
tains a staff of engineers at the Washington headquarters. If 


(Continued on page 761) 
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Involuntary Conversion 
of Mortgaged Property 
By FRITZ L. BRAUNFELD 


The treatment of gain received as the result of an involuntary conversion 

has been covered in the 1939 and 1954 Codes as well as 

in the regulations. The author's discussion of the Crane case 

in the May, 1946, June, 1946 and February, 1947 issues of TAXES was followed 
by the Supreme Court in making its decision in that case. 

In this article Mr. Braunfeld treats another facet of this same problem. 


GEC! ION 112(f) of the 1939 Code and gress for vears after 1950.* In the meantime, 
’ 


Section 1033(a)(2) of the 1954 Code’ the courts used the tracing principle also in 
] 


provide that no gain shall be recognized if deciding a related question which is still liti- 
money received in the involuntary conver gated in the courts: What amount must the 
sion of property “1 ; . expended in owner of mortgaged property invest in new 
the acquisition of other property similar o1 an ilar property if he wants nonrecog- 


related in service or us . ” 6BHow nition of the gain on the involuntary con- 


ever, gain will tl 


nder the section Che leading 


u 
amount of money not so expende u is Kennebec Box « uml Company 


lations 111 to which the section refers pr tc. v. Commissioner? 
vides in Section 29.112(f)-1 that “the taxpayer 


At the end of July the taxpayer deposited 
must trace the proceeds of the award int 


- me a separate bank account the proceeds 
the payments tor the property so purchased, from the fire insurance company 
though it is not necessary that they be ear his account it withdrew two amounts. 
marked for this purpose rhe purpose of general business purpo and the 


t 
t 

t ) vision 1S 1 oO 1 Ss it 7 1 

the provision to favor reinvestment but repayment ot a mortgage on the 


( it the ow ro ising the mo ; 
to prevent the wher trom using the money d property By the end of Sep 


received for other purposes and reinvesting * owner had restored both amounts 
it only later The cases have recognized to the account and in November used the 
the validity of the regulations, but the strict full original amount (increased by an addi- 
application of the tracing rule led to hard- tional payment made by the insurance com 
ship, and it was finally abolished by Con pany) for the replacement of the destroyed 


!For years after 1950, see Sec. 1033(a)(3) of »CCH Dec. 15,804(M), 6 TCM 544, aff'd, 48-1 
the 1954 Code uste { 9310, 168 F. (2d) 646 (CA-1) 
? Pub. L. 251, 82d Cong. (1951) 
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The author is an attorney at law 

in Chicago and a member of the 
faculty of John Marshall Law School. 
Mr. Braunfeld is indebted to 

Peter N. Todhunter for suggesting 
and discussing the problem. 


The court found that the two 
amounts withdrawn were used by the tax 
not for temporary investments but 
for purposes foreign to the new acquisition, 
that the proceeds could not be traced 
into the payment for the new property. The 
thus decides that the original amount 
received must be used for the replacement, 


property 
payer 
Cast 


but it also decides that the payment of an 
old purpose f to the 
acquisition of new property. The temporary 
of part of the fund for this purpose 
thus prevents tracing of the original amount 
into the It follows that 
using part of the money tor final repayment 
of the without replacement 
even more a purpose alien to the provisions 
of the 


mortgage 1s a foreign 


use 


purchase price 


mortgage 


is 


section. 


Later cases decided after the amendment, 
but before it came into effect, follow the 
rule of the Kennebec case. In the of 
Ovider Realty Company v. Commissioner,’ the 
taxpayer tried to obtain a mortgage on the 
new property from the mortgagee of the old 
property, but was finally forced to repay the 
mortgage since the parties could not reach 

agreement. The taxpayer obtained a 
elsewhere and though he rein- 
than the amount received for 
the fire damage, the court held under the 
tracing rule that the amount used for the 
repayment of the first mortgagee was not 
used for the acquisition of the new property. 
The court quoted from the 
report’ to show that Congress recognized 
the hardship but that it changed the law 
only for the future. The hardship in this 
case seems the greater since here one mort- 
was another and not 


case 


mortgage 
vested more 


Congressional 


gage replaced 


merely 


by 
repaid. 


On facts ascertained by the court to be 
to the Ovider case, a district 
court reached the same result in State Dis 
tributors, Inc. v. U.S." relying on the Ovider 
and Kennebec. The court stated that under 
the provisions of the mortgage, the insur- 
ance amount had been assigned to the mort- 


very similar 


*CCH Dec. 18,303(M), 10 TCM 433, aff'd, 52-1 
ustc { 9138, 193 F. (2d) 266 (CA-4, 1951) 

5S. Rept. 1052, H. Rept. 798, 2 U. S. 
Congressional and Administrative Service, 
Cong., 1st Sess. (1951), p. 2598. 


698 


Code 


82d 


October, 
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gagee so that the mortgagor could not even 
obtain the money, let alone trace it into 
the new property. The court said that it 
could not whether there 
imilar clause in the Ovtder case, but since 
1. that the check issued to the 
mortgagee and the mortgagor jointly, the 
effect was the same for all practical pur 
poses—the mortgagor alone could not obtain 
the money. The result 
tor the taxpayer ensued. 


ascertain was a 


case Was 


same unfavorable 


When the Congressional report was writ 
ten, the Kennebec case de 
cided the First Circuit the Ovider 
case by the Tax Court 
well as the third one) are predicated solely 
on the requirement of tracing. Thus, wher 
Congress wanted to eliminate the unfortu 
nate mortgage situation, it had to do 
more than to eliminate the principle ot 
This Congress did anyway, sinc 


only had been 


by and 


These cases (as 


no 


tracing. 
amendment 
or 
into 


the primary purpose otf the 
to eliminate the 
money actually 
expended 
situation, 


as 
necessity tracing 
the 

But in abolishing tracing for 


the 


received 


main 
automatically 
used another approach to 
result by that 
payment ot a mortgage 
ceived” by the taxpayer 
problem had not yet come up in the 
and, as pointed out, the Aennebes 
entirely tracing 

principle of tracing was abolished, t 
result in the situation 
achieved. It is submitted that the solution 
to the problem ‘involved in the de 
ques 


mortgage situation was 
( ongress could have 
the 


used for 


covere d 
reach same 


stating money re 
not 


However, this 


“money re 


1s 
courts 
case Was 
predicated on Since the 
he de 
sired 


mortgage was 


Cades 
This 


recelve 


pends on a different question 
tion is: “What did the 
what is to be traced 2” 


owner and 
This will appear if we look at later cases 
which do not deal with the ot 
assumed liability the above but 
with that of nonassumed cases 
which all have been decided late: 
toregoing three cases. In / 
Inc. v. property 
with a mortgage which the owner 
assumed was taken by eminent domain 
the Port of New York Authority, which 
paid the mortgage directly to the mortgagee 
and the remainder to the owner. The latter 
invested the amount actually received 
an additional amount in new property, but 
the sum of both amounts was less than the 
full amount of the award. The problem be 


problem 
as cases, 
liability 
than the 
ortee Py 
burdened 
had not 


Iperties, 


C ommiisstoner, 


by 


and 


ustc § 9878 (DC N. J.) 
Dec. 19,263, 19 TC 99, 
(2d) 915 (CA-2), cert. 


54-1 usté 
den., 348 U 


" 9324 
S. 826 
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Congress has never seriously set 
itself, since 1933, to the task given 

it under the Constitution—to control 
government spending in the 

interest of the people of the Nation 
who work to earn the money. 
—Senator William E. Jenner. 


fore the Tax Court was whether the gain 
this dif- 
Commissioner's position was 
the 


mortgage so 


was taxable up to the amount of 
Terence ‘I ie 
the Crane case," 
the 
taxpaver Was obligated to reinvest 
ut the Tax Court said that 
not applicable since it 
unt realized only for purposes 


hat under the rule of 


unt realized includes 
l award } 
Crane Case Was 
define d am 
on sale 
decisive 
112( 


which 


computing gain or loss and basis 
court, the 
‘ode Section 


opimion 


money into 
ondemned rtv had been converted 
the replacement 
had invested 


Though, 


property 


the taxpayer 
1 
| 


every 
; na ‘a 
! received as we will 


Tax (¢ 


ic 


show later, the ‘ourt’s discussion does 


t do justice to the basic problem of the 


. } +] 
ran case, the resuit 


sound 
governed 


principle than that of “the 


above seems 


he computation of gain or loss is 
a different 
which ts ot so expended.” 
“money” and Kk 
which the 


addition 


mort 


wher who, in 


receives discharge of the 


the cash 
indebted 
able to 


since he 


proy 
security ft 


reinvest more than 


it mcurring new 
he may not be 
obtain a new mortgage, 


] 

especially 
t 

as to reinvest “forthwith”; the 

} 

may 


new 
erty less desirable as 


¢ 


prospective mortgagee; the situation 


money market may be unfavorable 


that the inte ri could exceed that of 
the old m All this indicates that 
the benefit Section 112(f) is designed 


t owner: 


to conte may be lost in many 


he owner is forced for tax 
invest the full amount of the 
of the 


its effect most 


lax Court thus 


decision 


desirable 


However, the Second Circuit reversed the 


lax Court because the “property” converted 


t assumed or 
follows Che 


with 


includes gage, whether 


not The argued as 


Crane case, though dealing a different 


S (‘rane 1 


U.S. 1 


Commissioner, 47-1 © 9217, 331 


Involuntary Conversion 


type of transaction, has recognized that the 
seller of property not personally 
liable on the debt receives the same benefit 
as one who is personally liable. The owner 
is equally benefited by the involuntary con- 
version in both situations. Therefore, whether 
personally liable or not, he must be treated 
alike in both cases and taxed. 


who is 


With this principle of equal treatment of 
assumed and nonassumed mortgages we 
can agree wholeheartedly It is derived 
from the Crane case and reflected in several 
new provisions of the 1954 Code which treat 
assumed and nonassumed mortgages alike. 
submitted that the equali- 
nversion must 
The pertinent 

‘If property 

into money” 


However, it is 
zation in the 
be made on a different plane 
wording of Section 112(f) is 
is converted 
part of tl 
Thus, the sec 
ittention on what the owner 


involuntary c 


“if any ie money 1S 


not so 
expended.” ocuses its 


His 


only as tar as he re 


received 
gain 1s recognized 
1 money with which he can 


celve pay tax 


intent on his 
untortunate 
taxable if he 


on a gain realized without any 


nrown on 


¢ 


him by an 
Therefore, he 
the money for 

the Code 


the money 


ited purpose 
keeps 
instead of using it for 
property, 

to pay the 
l¢ proceeds of the 
But if nonmarketable personal 


allows hin If he 


acquisition ot other similar 


Is assumed to be ina position 
1 


resulting tax out of t | 


ransaction 
the discharge a mortgage is 


las “money,” the purpose of the 


rtv ofr 
Stat- 
teated and a ti: result 


ut ol 


s and is pay- 
cannot be 
Our question 
“What 
realize so that we can com- 
ask: “What 
the liquid amount received 
payment of the 


proceeds W 


expended for this purpose 


re is not as in the Crane case 
the owner 
gain or loss?” Rather, we 
he ‘money’ 


available for tax on the 


e we have formulated the real prob- 
em underlying Section 112(f), it becomes 
| j Court’s and not the 


lear that the Tax 
I he correct 


I 


appellate court’s decision reaches the 

he “money” 
award 
g which 
received and which 
out of what he 
Situation of the 


Che amount available, t 
the amount of the 
the payment made on the 
amount the 


result 
received, is less 
mortgage, 
owner nevet 
he cannot reinvest 
However, the mortgagor 
who is personally liable is for practical pur- 
different. As one cout 


usual situation is that he 


received. 


poses not 


t” tl 
ut, the 


t pointed 
1s bound 
*The district court in the State Distributors 


cited at footnote 6 
provision 


case, 


calls it a conventional 
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If centuries hence historians are 
speculating about the reasons for the 
demise of American civilization 

in the middle and latter part 

of the 20th century, they will find 

the answer in our parsimonious 
attitude toward the support 

of education.—Laurence M. Gould, 
president of Carleton College. 


under the terms of the mortgage to repay 
the debt out of the proceeds of the 
verted property. It is true that the owner 
tunds; the mortgagee may 
giant a mortgage on the new property; or 
the owner may find another lender. But 
this is true also where the owner is not per- 
sonally liable. He 
even without personal liability on the 
property 


con- 


may obtain new 


may obtain a mortgage 


new 


thereto is the unusual situa 
though personally 
immediate contractual 


In contrast 
where the 
under 
duty to repay the mortgage on conversion; 
but in order to secure the tax benefit, he 


may artificially create such duty after the 


tion owner, 


liable. Is 


conversion by collusion with the mortgagee 
This means predicating the solution of the 
problem on questions of fact leading to lit 
fact: In the 
instrument 


gation There is another 
future 
would create a duty of repayment on invol 
untary c n to avoid immediate taxa 
hus, only the taxpayet 
who is not well advised would suffer. To 
avoid all this, the court should have in mind 


only the usual situation of the taxpayer who 


almost every mortgage 
onverst« 


tion of the gain 


must repay the mortgage on conversion. 
he mortgagor who is personally liable is 

better off than the takes 
subject to the mortgage. If we look 
the situation, the fund avail- 
without further 


include 


rarely one who 
only 
realistically at 
able for payment of tax 
same and does not 
The intent of Con 
situations which are alike 
in their is obvious. More 
over, this result also effects the equal treat- 


and 


financing is the 
the mortgage money 


; 


gress to treat alike 


economic aspec 
assumed nonassumed 
Crane rule, which the 
wanted to achieve 
The court 
mortgage 


ment ot the 
mortgage under the 
Second Circuit rightly 

though in a _ different 
stressed that satisfaction of the 


both 


This is certainly 


way. 


benefits the taxpayer in situations 
mortgage assumed or not. 
true and it is reflected in the gain or 


computation. But in the involuntary con- 


, No. 87 


loss 


#” CCH Dec 
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version—again mortgage assumed or not— 
the benefit is not sufficient to provide the 
taxpayer with the necessary fund for tax 
payment, which alone imme 
diate taxation under Section 112(f). It is, 
of course, true that in the like-kind ex 
change, discharge of the mortgage is treated 
as money. But trom the fact that 
Congress has eliminated this rule for reor 
ganization and from the 
tion whether it should not be removed also 
from like-kind exchanges, in the latter type 
of situation the owner acts voluntarily and 
is able to deal with the problem in advance 
In the involuntary conversion he is sud 
denly confronted with the loss of his prop 
erty. He must act without previous planning 
and may find himself with the 
duty to pay a tax without funds 
therefor from the transaction 


gives rise to 


aside 


Cases aside ques 


contronted 
deriving 


Second Circuit had 


Three vears after the 
decided the / 
decided the 


which was very simi 


case, the Tax Court 
Frank W’. Babcock,” 
lar in its essential facts 


tee 
case ot 
payment of a nonassumed mortgage directly 
to the 


taxpaver of ¢ 


mortgagee and reinvestment by 
mnily the remainder | 
received by him he Tax Cou 
to follow the Second ircuit and 
what it had said in the Fortee case 
paid by the 


auth 


] 


money condemning 


directly to the mortgagee “shoul 


considered as money received by 


Che court then quoted fro 


payer 2 


Congressional report 


‘A problem also arises under the pr 
law where the taxpayer 
proceeds from the 
pay off indebtedness on the converted prop 
erty. In such a case the taxpayer is denied 
the benefits of 112(f), that is, the 


gain trom 


uses a 


part 


converted property 


section 
taxpayer must Day a tax on any 


the converted property up to the amount 


of the proceeds which are used in liquidation 
the « 


even though he also full 


of indebtedness on onverted property, 


l \ replaces the con 


verted property, since the amount used to 
pay off the indebtedness cannot be directly 


traced into the replacement property 


The court drew the that the 
provision in question does not include the 
mortgage had not been 
We may add that 
that not a 
had 
was 


conclusion 
case where the 
assumed by the taxpayer. 
finds 


nonassumed 


this conclusion support in 
mortgage 


report 


ingle case of 
been decided at the time when the 
made. Further, the report speaks only of 
the facts: “A problem also arises” and “In 


(Continued on page 767) 
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Tax Relief for Income 
Attributable to Several Years 


By ROBERT C. TAYLOR 


The 1954 Code's provisions for averaging income permit taxpayers 

to blunt the effect of steep, progressive rates. With the publication of final 
regulations relating to most of the sections providing 

this type of relief, the author presents a detailed examination of how 

to minimize taxation of income attributable to several years. 


probably 


\I ANY TAXPAYERS are 
aware of several sections of the 1954 
| 


Internal Revenue C which offer tax 


} , 
reliet to taxpayers whe 
ne taxable year 
ttribut 


a AD ie 


installments 
most cases; 
inner will resul 
example, assume 
in unmarried taxpayer 
i l useh id, 
of $12,000 in 1957 rrent rates, 
ne tax lability would be $3,400 
I taxpavel \ had rece ived this amount 
taxable income in equal amounts 
$4,000 over the vears 1955, 1956 and 1957, ceiving a lar amout! income om 


his tax liability in each of these vei vuld rk which | ‘overed the required period 


been only $840, or a al ti abi ot tim ) 2 re % many limita 


tl three-year period 
obvious reason for this difference 
liability upon the same amount ot 
income i at the progressive 
a greater share « he taxable dollar 


taxpayer moves up the graduated scale 

Che pur] t income “aver 
visions of the type to be discu d 1 t rt ccru in the taxable 
enable taxpayers to blunt the effect 


steep, progressive rates ! 1954 Code trom th; empioymer 


therefore limits the amount of income tax  alon ni prevent 
payable with respect to certain types ol ™m ing th statut 

income by permitting taxpayers recetving work pertor l over a peri 

! Tre to spread the income back paid ror during ti juTSE 
during which it was earned or Such payments may 


is attributable As a result, 
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Formerly an attorney with the 

United States Tax Court, Mr. Taylor is now 
associated with the firm of Golden, Croley, Howell, 
Johnson & Mizell in Dallas, Texas. 


Harris & Ewing 
instances, tax liability would be higher than 
if the payments had been received in equal 
amounts, and yet averaging under Section 
1301 would be denied because the taxpayer 
would seldom receive at least 80 per cent 
ot the 


year, 


total compensation in one taxable 
this limitation, it is ad- 
vantageous for a taxpayer who undertakes 
an employment which may three 
years Or more to contract to receive in one 
taxable year at least 80 per cent of the total 
compensation from the employment. This 
amount may then be averaged over the 
period of the employment which precedes 
receipt or accrual and the result will usually 


Because of 


cover 


be a saving in income tax. 


Only an amount which is not less than 
80 per cent of the total compensation may 
Thus, if a tax- 
payer received 10 per cent of the total com- 
pensation from an employment in 1957 and 
the remainder of the compensation in 1958, 
Section 1301 would not apply to the portion 
1957 under any circumstances 


be allocated to prior years. 


received in 


What is an employment?—The Code de- 
fines an employment as “an arrangement or 
series of arrangements for the performance 
services by an individual or 
effect a particular result, 
number of sources from 
compensation therefor is obtained.” 
included this definition in the law 
in an attempt to solve a difficult problem 
referred simply to 
pensation for personal services,” ’ 
was a tendency on the part of 
to combine various sets of services which in 
total extended over the required 36-month 
period, Similarly, taxpayers tended to sepa- 
rate services in order to 
meet the requirement that at least 80 per 
cent of the total compensation for all of the 


of personal 
partnership to 
regardless of the 
which 
Congress 
Since “com 
there 
taxpayers 


prior law 


various sets of 


11939 Code Sec. 107(a) 
?S. Rept. 1622, 83d Cong., 2d Sess., p. 445 
® Regs. Sec. 1.1301-2(b)(2), Example (1). 


702 October, 


1958 @ 


services be received or accrued in one tax 
able theretore set out a 
definition of “an employment” to express 
more accurately a standard by which the 


particular unit of personal services covered 


year. Congress 


by the section may be measured. The gen- 
eral idea underlying the new term is that 
the compensation for which tax relief is 
provided must relate to a particular project 
on which the taxpayer worked, such as a 
particular law and not to a set of 
unrelated services which the taxpayer may 
have performed for the same person.’ 


Case, 


Many transactions fit quite well into the 
Code definition of “an employment.” An 
attorney who represents a client in a par- 
ticular case for a specified fee is engaged 
in “an employment,” even though he 
be retained by the 


may 
same client to perform 
general legal services.’ In such a case, the 
with the 
case represent a particular project which is 
an employment separate and distinct from 
Another taxpayer 
may contract to perform services in con 
three bridges and to 
single lump-sum payment as compensation 
upon completion of all three bridges. Un 
less the construction of the bridges would 
be considered by the industry as part of 


attorney’s services in connection 


his general legal services. 


structing receive a 


one integrated project, this taxpayer would 
in three employments 


Section 


be engaged 
within the 
though he 
therefrom in one lump sum.* trustee 
of a trust who both 
with respect to principal and with respect 
to income of the trust is 
gaged in only one particular project, the 
administration of the trust, and is therefore 
engaged in only one employment, regard 
less of the that he 
from sources.® 


separate 
1301 definition, 
receive compensation 
The 


commissions 


even 
was to 


receives 


nevertheless en 


received compen 
In all of these 


fact 


sation two 


1301-2(b)(2), Example (3). 
1301-2(b)(2), Example (6) 


* Regs. Sec. 1 
5 Regs. Sec. 1 
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situations, it is not difficult to particularize 
the unit of personal services to determine 
whether one employment ts 


more Other examples of what 


constitutes an employment may be found in 


than one 


the regulations. 

The 
though 
eliminate all of the problems. One 


definition of “an 
helpful in 


employment,” al- 
does not 
trouble 


with re 


most cases, 


some question arises quite often 


spect to salesmen and other taxpayers 


similar jobs who particular 


represent a ] 





company or business. Normally, these tax- 


payers receive commissions from sales that 


they make In some instances a larg 


may ti ore than 36 months 


mate and at least 80 per cent of th 


mission from the sale may be received 


one taxable year Is the individual sale to 


be considered a separate employment fot 


purposes of Section 1301, or is the arrange 


ment merely an agreement between 


salesman and his employer whereby 


former pertorms general services 
that the 


does not 


regulations indicate 


Internal Revenue Service regard 
the relationship between such salesmen and 
their employers as “an employment” either 
as to each individual sale or as to the agree 
general services \p 

the Service interprets the 
“an employment” to 


must be an 


ment to pertorm 
definition 
mean that there 
understanding for the pet 
formance of services to ac complish a pat 
ticular result If the employer and _ the 
employee agree that the employee shall pet 
form general services, then under this inter 
pretation of the projects 
by the emplovee could quality 


employment 


none undertaken 
as a separate 
\ salesman might spend tout 
receive all ot 


years completing a sale and 


his commission trom that transaction in one 


taxable vear; vet, if the salesman was a 


general representative of the 
was made, the 


from the 


company tot 


whom the sal commission 


received sale could not be ave 


aged under Section 1301 


The view taken by the regulations with 
regard to this problem seems unnecessarily 
strict 


payers 


and unrealistic In most cases, tax 
general 
would not 


Se ction 


who are representatives ot 
meet the 
1301 If the tax 
payer separated individual transactions into 


himselt 


an employer other re 


quirements ot 
separate employments to bring 
1301, undet 

| 


takings would probably not cover the re 


section such 


within separate 


® Regs. Sec, 1.1301-2(b) (i) 
?See George EB. Reynolds, CCH Dec. 21,965 
26 TC 1225, aff'd, " 10,033, 249 F, (2d) 


57-2 ust 
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involved or 


months. And if tl 
treat the 


employer as 


quired period of 36 
taxpayer attempted to 
ment with his one over 

employment to meet the 36-month requiré 
ment, then the compensation received would 
rarely meet the 80-per-cent-of-total-compen 
sation requirement. In cases decided prior 
to the 1954 Code, taxpayers were frequently 
this 


relief by the 


contronted with dilemma and denied 


averaging courts. Conse 
quently, there is little danger that taxpayers 


who normally pertorm general set 
] 


vices W 


1 


find a windfall in Section 1301 


The Service 


furthermore, 


View f “an empl 


would deny relief « 


general representative who spent all 


time on one project For example, 


pose that taxpayer A enters into a 


tract of employment to represent a ce1 


company in a particular area. However, he 


| 1 
is encouraged to spe nd all of his time work- 


W ona proposed sale to a particular cus 


mer. After 36 months or more of intensive 


‘ 
t 
} 
t 


yargaining, A’s efforts result in a sub- 


order trot ] u \ 


stantial 


ploymen 
But 


raised scrvVice 


to meet 36-month-period: requirement 


T the single sak consummated 


rvered at ‘ 36 months 


problem raised with resp 
of at least 80 per cent 


vensation in one taxable ye 


! 
the entire 


commission from the si 


} } 


and had no other income from 


veal 
employer during the period covered by this 
received in one tax 
total 


whether the 


transaction Thus, A 
at least SO per cent of the 


regardless of 


able vear 
compensation, 


sale is considered a separate employment 


} 


or merely part of a general contract ot 


l nde 1 


argument can be l hat 


employment these circumstances, 


was engaged in an arrangement 


performance of pers mal 


| services 


a particular result, even though the 
rstanding between A and his emplove: 


been that A 


eral services 


unde 


may have vould perform 


Despite the interpretation of 


strict 


employment” under the regulations, 


259 (CA-4): Harry Boverman, CCH Dee. 16.300 


10 TC 476 
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payers in the general-services area may 
nevertheless qualify for Section 1301 relief 
by offering proof that the services are to 
accomplish a particular result. If a sales- 
man can show that his particular business 
would consider individual on behalf 
of one employer as separate and distinct 
projects, such sales may be considered as 
separate employments and compensation 
from each may be spread back if other 
requirements are met. What the business 
or industry would normally consider as a 
separate project is a primary factor in 
determining whether or not the transaction 
is an employment.” In the event that no 
can be made, the taxpayer 
may rely on the terms of the employment 
contract any statements nade between 
the taxpayer and the employer which indi 
that a separate and distinct result 
was intended.” This might be done by a 
showing that for one particular sale, the 
taxpayer was to receive a percentage com- 
mission higher than the regular commission 
paid by the employer. Such an arrangement 
could be analogized to the situation in 
which attorney on retainer handles a 
special case for his client on a fee basis 
The financial arrangement would 
be strong that the accomplish- 
ment of a particular result was intended. 


be 


“an 


sales 


such showing 
or 


cate 


an 


separate 
evidence 


there 
represents 


Although some question 
as to what employment,” 
the time covered by the period of employ- 
ment is not usually difficult to determine. 
included 


may 


Preliminary negotiations are as 
part of the beginning of the period,” and 
the continues until the tax- 
payer performed all of the services 
» complete the project. ‘Time 
the efforts of the taxpayer 
were unsuccessful accomplishing the 
desired result is included in the em- 


ployment period.’ 


employment 
has 

necessary t 
during which 
in 
also 


Allocation of income.—Once 
tion representing at least 80 per cent of the 
total from employment 
covering more 
tayabl 

the 


compensa- 


compensation 
36 


an 
r¢ 
the 


ot 


months or has been 


the 
determine 
h the compensation is to 
the 


Such compensation is treated 


ceived or accrued in year, 


taxpayer must number 


months wh 


be 
Section 1301. 
as if it had been received in equal portions 
fall 


over 


allocated in computing tax under 


of the calendar months which 


employment 


in each 


within the period of 


preced- 


8 Regs. Sec. 1.1301-2(b) (1) (il). 

® Regs. Sec. 1.1301-2(b) (1) (ii) 

1% See Guy C. Myers, CCH Dec. 16,606, 11 TC 
447. 
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ing the receipt or accrual of the compen- 
sation.” The mechanics of the allocation 
can best be shown by an illustration. 
Assume that taxpayer A enters into an 
employment on June 1, 1951. On Septem- 
ber 30, 1954, the employment ends and A 
receives total compensation of $40,000 from 
the employment. Since the employment 
covered 40 months, A would divide $40,000 
by 40 and allocate $1,000 to each of the 
calendar months included within the period 
of the employment. Taxpayer A would 
therefore treat the $40,000 for purposes of 
Section 1301 as if he had received $7,000 in 
1951, $12,000 in 1952, $12,000 in 1953 and 
$9,000 in 1954. 


The allocation period only includes that 
period of the employment which precedes 
the receipt of the compensation to be aver- 
If a taxpayer receives the compen- 
sation, for example, six months prior to 
completion of the employment, that last 
six months in the employment period is not 
included in the allocation period because it 
occurred after the receipt of the compensa- 
tion Also, if the employment to 
an end, for example, six months before the 
receipt of compensation, that six months is 
not included in the allocation period because 
it was not part of the employment period. 
Compensation from an employment which 
qualifies under Section 1301 can only be 
allocated (1) over the employment period 
and (2) over that part of the employment 
period which precedes the receipt or accrual 


aged 


comes 


of the compensation. 


The allocation rules apply as illustrated 
in prior paragraphs even if the compensa 
tion received in or more payments 
within the taxable “ This situation 
may occur when at least 80 per cent of the 
total compensation from an employment is 
paid taxable but is paid 
installments one lump 


two 


1s 


year 


in one year in 
instead of in 
In such instances, each installment payment 
the period of em 
ployment which immediately precedes the 
receipt of that installment. After the 
of each installment made, the 
amounts allocated to month of the 
employment period are added together to 
determine the amount of income attributable 


to prior years under Section 1301. 


sum 


is allocated over the 
: 
all ca 


tion is total 


each 


Computation of tax.—Once the allocation 
to prior years is completed, the taxpayer 
adds the allocated amount to taxable 
om Regs “Sec. 

22 Regs. Sec 

1 Regs. Sec 


the 


1.1301-2(b) (1) (iv) 
1.1301-2(c). 
1.1301-2(c), Example (4) 
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income already reported for that year. The 
tax on this total is then determined. From 
this amount of tax is subtracted the tax 
liability already paid or due for the prior 
year, and the difference represents the 
amount of tax attributable to that year 
under Section 1301.% Because the actual 
computation is difficult to understand with- 
out reference to a specific case, the follow- 
ing illustration may be helpful. 


unmarried and not head 
of a received in 1957 at 
least 80 per cent of the compensation from 
an employment within the meaning of Sec- 
tion 1301. He has properly allocated the 
compensation period of the em- 
ployment preceding and finds that 
$12,000 of the compensation is allocable 
to the year 1955. In 1955, A had taxable 
income of $16,000 and paid income tax of 
$5,200. Under Section 1301, the amount of 
tax attributable to the $12,000 allocated 
back to 1955 would be $6,780, computed as 
follows 


Assume that A, 
household, has 


over the 
receipt 


$16,000 
12,000 


Taxable income in 1 
Amount allocated t 


$28,000 


Total 


Tax on $28,000 $11,980 


Less tax paid on $16,000 for 1955 


Amot 


under 


nt of tax attributable to 1955 


1301 


section 


ixpayer A would 
utable to other years in the same manner 
1 would then ints of tax 
attributable to all years under Section 1301 
\’s tax lability on the compen- 
from the employment would be 


to n total 


instance, the tax 
less than the tax on the 


will be 
computed without 


compute the tax at 
add the amo 


laxpayer 
sation 
limited 
every 


amount. In almost 
liability computed 
in this way 
compensation allocating 


it over the employment period 


In computing the tax under Section 1301, 


the taxpayer must be careful to adjust any 


item which de] ds up the amount 


TOSS 1Me 


’ 15 1 
able income Such items must be 


puted in accordance with the amount 


compensation allocated back to prior years 


t 


ted fr he current taxable 


or alloc a 
An obvious example of this 
' 


is the standard deduction of 


yeal 
type of item 
1 

10 per cent ot 


adjusted gross income.” An allocation back 


egs. Sec. 1.1301-2(d) 

‘gs. Sec. 1.1301-2(d) (2) (i) 
16 54 Code Sec. 141 
at 54 Code Sec. 170(b) (1) (B) 
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to a prior year would increase the amount 
of this deduction. Other examples are the 
general limitation on allowable charitable 
contributions " and on medical 
both of which depend upon the amount ot 
adjusted income. Furthermore, the 
taxpayer must take into account the effect 
that the allocation will have on net operat- 
ing loss carry-backs or and 
capital loss carry-overs.” These carry-overs 
and carry-backs may even affect taxable 
years to which no amount of compensation 


increase or de- 


expenses,” 


gross 


Carry-overs 


is allocated because of an 
crease in the carry-backs or carry-overs in 
other affected by the 


allocation. 


years which are 


In the event that a taxpayer receives 
compensation from several employments 


which qualify under Section 1301 and the 


periods covered by such employments over 
} 


ap, the taxpayer must take into account all 
previous allocations of income over the por- 
tion of the employment period which coin- 
cides with period.” 
For example, if taxpayer A has allocated 
$12,000 to 1955 in c¢ 


another employment 
omputing tax on com 
' ¢ cei a a tat . iain 
pensation trom an employment w ended 
in 1957, and in 1958 he wishes to c 
} 
t 


his tax on compensation from another 


ompute 


em- 


ployment which covered a period including 
1955, second 


the year taxpayer 


1 
take 


1955 


computation must 


$12,000 allocated to 


computation. 


partnerships 
1301(c) 
with respect to compensation from employ 


engaged in by the partnership. Of 


Partners.—Members of 


entitled to tax relief under Section 


ments 
‘ourse, as in the case of individuals, before 


limitation on tax applies, the compen 


by ‘tl 


ast 


received 


from an em] 
36 months or 


yaly 
quaiines, 


partne rshi 
1301 


benefits 


com] ion under Section 


ner is no ititled to the 
section 1 ] : n a member 
the part 


36 months or m¢ 


* 1954 Code Sec. 213(a) 

” Regs. Sec. 1.1301-2(d) (2) (ii) 

°° Regs. Sec. 1.1301-2(d) (4). 
Regs. Sec. 1.1301-2(e) 





Even ‘‘a little bit'’ of inflation 
hurts—if it is accepted as a 
permanent way of life. 

We usually think of 2 or 3 per cent 
annual increase in the price level 

as ‘‘a little,"’ but this 

would mean a doubling of prices in 

a generation.—T. V. Houser, 
chairman, Subcommittee on Inflation, 
Committee for Economic Development. 


the receipt of compensation from an em- 
ployment by the partnership, or unless he 
has been a member of the partnership con- 
tinuously for the period of the employment 
immediately preceding receipt of the com- 
pensation this restriction, a 
partner who becomes a member of a part- 
nership after the partnership enters into an 
employment will have to wait until he has 
been a member of the partnership continu- 
ously for at least 36 months before he is 
entitled to spread back his share of the 
compensation from that employment. If a 
partner is already a member of the part- 
nership when the partnership begins an em- 
ployment, entitled to the 
benefits of Section 1301 with respect to his 
share of the compensation so long as he 
continues to be a member of the partnership 
during the period of the employment pre- 
ceding receipt of the compensation. 


Because of 


however, he is 


The period over which a partner may 
allocate his share of partnership compensa- 
tion depends upon the length of time that 
the partner has been a member of the part- 
nership as well as the period of employment 
to which the compensation is attributable. 
Usually, such compensation is allocated over 
the employment period immediately preced- 
ing receipt of the compensation by the partner- 
ship, in the same manner that an individual 
taxpayer would allocate compensation from 
an employment. But if the period during 
which the partner was a member of the 
partnership is shorter than the employment 
period, then the compensation may be 
allocated only over this shorter period.” 
For example, if taxpayer A is a member 
of a partnership when the partnership en- 
ters into an employment, he will be en- 
titled to spread his share of compensation 
from the employment over the entire period 
of the employment preceding receipt by the 
partnership (always assuming that other 
qualifications under Section 1301 are met). 


= Regs. Sec. 1.1301-2(e) (2) (iii). 
*3 Regs. Sec. 1.1301-2(e) (2) (iv). 
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However, if taxpayer A did not become a 
member of the partnership until after the 
partnership had begun such an employment, 
he would be entitled to allocate his share 
of the compensation only over the period 
during which he was a member of the part- 
nership and not over the entire period of 
employment preceding receipt of the com- 
pensation. 

A retired partner who retains an interest 
in compensation from an employment by 
the partnership is also entitled to the bene- 
fits of Section 1301.% To be eligible for tax 
relief, however, the retired partner must 
have been on the date of his retirement a 
member of the partnership for at least 36 
months or a member continuously over the 
period of the employment preceding retire- 
ment. If the retired partner meets either of 
these conditions, he may allocate his share 
of the partnership compensation over the 
period of employment preceding his retire- 
ment and during which he was a member of 
the partnership. 


Do the partnership rules apply to an in- 
dividual who begins an employment on his 
own and later becomes a member of a 
partnership? Yes. If the partnership con 
tinues the same employment, this employ- 
ment is considered—with respect to that 
individual—as one employment covering the 
individual period and the partnership period 
as well.* Therefore, the individual who 
originally began the employment will be 
entitled to allocate his share of the com- 
pensation from it over this entire period 
Other members of such a partnership are 
not entitled to the benefits of Section 1301, 
however, unless the partnership continues 
in the same employment for at least 36 
months so that they can qualify as partners 
who were members of the partnership con- 
tinuously for 36 months prior to the receipt 
of compensation. Even if they do qualify, 
such partners may allocate their shares of 
compensation from an employment begun 
by an individual only over the period of 
employment performed by the partnership. 


such as associates in law 
firms, who later become members of part- 
nerships are the beneficiaries of a special 
provision in Section 1301(c) which permits 
their employee time to be counted as time 
spent as members of partnerships. Under 
this provision, time spent as an employee 
prior to becoming a member of the part- 
nership will be added to the length of time 
spent as a member of the partnership in 


Employees, 


** Regs. Sec. 1.1301-2(e) (3). 
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determining whether the partner has been 
a member at least 36 months prior to the 
receipt of compensation from an employ- 
ment. For example, under this special rule 
if taxpayer A was an employee of a part- 
nership in 1952, the partnership began an 
employment in 1954, taxpayer A became a 
member of the partnership in 1956, and the 
partnership received compensation from the 
employment in 1958, taxpayer A is deemed 
to have been a partner since 1952 and is 
entitled to the benefits of Section 1301.” 


The tax relief afforded by Section 1301 
survives withdrawal of a partner or termina- 
tion of the partnership.” However, the 
benefits accrue only to the partner who con 
tinues to participate in the employment 
either as an individual or as a partner in 
another partnership which continues the 
same employment. 


Income from Invention or Artistic Work 


1302 affords similar tax relief to 
income 


Section 
taxpayers who receive or accrue 
from inventions or artistic works if (1) the 
work upon the invention or artistic work 
covers a period of 24 months or more and 
(2) such income represents not less than 80 
per cent of the gross income from the work 
1 the taxable year, the preceding taxable 
years and the 12 months immediately suc- 
ceeding the close of the taxable year. How- 
ever, any part of the gross income from an 
invention or artistic work which is taxable 
at capital gains rates is excluded from the 
benefits of Section 1302. In view of this 
provision, it is doubtful that many inventors 
or their patrons will be entitled 
because the liberal Code provisions ap- 
plicable to the transfer of patent rights will 
permit most sums received by inventors to 
be treated as gain from the sale of capital 


to relief, 


But authors, musicians and artists 
—whose literary, musical and artistic com- 
positions are specifically excluded from the 
general Code definition of a 


assets.” 


“capital asset” 
and therefore do not receive the capital gains 
afforded 
quently become entitled to tax relief unde 
Section 1302. 

Unlike 
the period 
under Section 1302 can be 
limit is 36 months for artistic works and 
60 months for inventions. No matter how 
long the taxpayer worked on the invention 


treatment inventions * may tre 


1301, 
which 


Section there is a limit on 
allocable 


spread. this 


ove! income 


* Regs. Sec. 1.1301-2(e)(4), Example (1). 
*@ Regs. Sec. 1.1301-2(e)(5). 

*t See 1954 Code Sec. 1235. 

*8 1954 Code Sec. 1221(3). 


Income Attributable to Several Years 


or artistic composition, the gross income 
from the work cannot be allocated 
those months which exceed the limits set 
out in the statute.” For example, if an 
author works four years to complete a book 
and receives all of the income from the 
book in the fourth year, he may allocate 
the income over only the last 36 calendar 
months included within the part of the 
period of work which preceded the close of 
the taxable year. He would, therefore, com- 
pute his tax liability on this income as if 
he had received it ratably over the second, 
third and fourth years of his work on the 


book. 


The allocation period is also limited to 
months immediately preceding the close of 
the taxable year.” If a taxpayer receives 
the income from an invention or artistic 
work in the taxable year but does not com- 
plete the work until several months later, 
subsequent months beyond the taxable year 
are not included in the allocation period. 
Furthermore, if the taxpayer completes the 
work well in advance of the taxable year in 
work 1s 


allocable only over 


over 


payment for the received, 
the amount 
the limited number of months immediately 
preceding the taxable year, even though the 
result may be that no part of the income 
is allocated over the period during which 
the work was in progress 


which 


received is 


In computing the amounts to spread back 
under Section 1302, the taxpayer who quali- 
relief treats the from the 
invention or artistic work as if it had been 
received in equal portions in each of the 
calendar months which fall within the allo- 


cation period. If an works on a 
and then 


book for three vears 
$36,000 for it, he may compute his tax on 
had received $1,000 a 


this amount as if he 
month in the 


fies for income 


author 


receives 


month for each three-year 
period. Artists who have worked on artistic 
I than 36 months would 
they could spread the 
over the entire 
e statutory pro- 
periods 
under Section amount of tax 
relief to which these taxpayers are entitled. 


rrojects tor more 


save more taxes if 
income from 


period of the work; but tl 


these 


efforts 
} 


‘ 


restricting the 


1302 limit the 


visions allocation 


Income from Back Pay 
Occasionally, individuals 

which represents compensat 

performed for an employer in 


receive income 
10On lor services 
prior years 
1.1302-1(¢) (2) 
1.1302-1(¢)(2) 


’ Regs. Sec 
» Regs. Sec 


(4) 


Examples (3) and 
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. . . the strength of our Nation lies 
in providing impartial and timely 
justice to all people.— 

Attorney General William P. Rogers. 


but which was not paid earlier because of 
certain or compensation due to a 
retroactive wage increase or to a violation 
by the employer of a labor law. Income of 
this type is called “back pay,” and if the 
amount of it received by an individual dur- 
ing the taxable year exceeds 15 per cent 
of the individual's income for that 
year, the back pay may be allocated over 
the taxable years to which it is attributable 
under Section 1303. 


reasons 


gross 


To determine how many years may be 
used in spreading back this type of income 
and the amount of the back pay which may 
be allocated, the taxpayer must look to the 
type of back pay received." If a taxpayer 
receives back pay after suing his employer 
for it, he may spread back the amount he 
would have received if the employer had 
paid him that amount initially and the 
allocation may be made over the years dur- 
ing which the employer refused to pay the 
disputed amount. Similarly, back pay in the 
form of a retroactive wage increase may be 
attributed to prior years to the extent that 
the increase would have been paid if the 
increase had actually been in effect during 
the retroactive period. Payments resulting 
from violation of labor laws may be spread 
back to those years in which the violation 
occurred. In any of these situations, if a 
computation has been made by a state or 
federal agency or court which indicates that 
particular portions of the back pay are at 
tributable to certain periods of time, this 
computation shall be accepted as correct. 


Patent Infringement 
and Breach-of-Contract Damages 


1304 provides 
compensatory 


averaging of 
resulting from an 
award for patent infringement. Such dam- 
ages may be allocated in equal installments 
over each month during which the in- 
fringement occurred. There is no limit on 
the number of months over which this type 
of income may be spread. Computation of 
the amount to be allocated to prior months 
is determined by dividing the entire amount 

** Regs. Sec. 1.1303-1(c). 

2 Regs. Sec. 1.1304-1(c). 

% Regs. Sec. 1.1304-1(b). 
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of such damages by the number of calendar 
months included within the period of in- 
fringernent.” 

The “compensatory damages” for which 
relief is afforded includes only damages to 
compensate the taxpayer for actual in- 
fringement sustained which are awarded 
pursuant to judgment or decree, consent 
judgment or decree, or settlement after judg- 
ment or decree as the result of a civil action 
for patent infringement.” An amount 
ceived in settlement where no judgment or 
decree is entered is not within the definition 


re- 


Section 1305™ provides similar relief for 
taxpayers who receive damages for breach 
of contract or breach of fiduciary duty. 
Such damages may be allocated over prior 
years as the amounts would have been re- 
ceive‘l or accrued if no breach of contract 
or fiduciary duty had occurred. This 
tion does not apply, however, unless the 
amount representing damages is $3,000 o1 
more. Final regulations to this 
section have not been issued 


sec 


relating 


Lump-Sum Payments Received 
Under Annuity, Endowment or 
Life Insurance Contracts 


Individuals frequently payments 
from the surrender, redemption or maturity 
of annuity, endowment or life insurance 
contracts. Such amounts are usually taxed 
to the extent that they exceed the portion 
of the consideration paid for the contract 
which has not previously been recovered free 
of tax.” Under Section 72(e)(3), however, 
if such amounts are received in a lump sum, 
then the part of the lump sum which is 
taxable may be spread back over the tax 
able year in which received and the pre- 
ceding two taxable years. The taxpayer is 
thus permitted to average income of this 
type over a total period of three years in- 


receive 


stead of paying tax on the entire amount in 
the year of receipt. 


Conclusion 


The income-averaging provisions in the 
1954 Internal Revenue Code, although limited 
in scope, offer many opportunities for tax 
savings. Certainly the wise taxpayer will 
carefully consider the possibility of reduc 
ing his tax burden by spreading back to 
prior years income which is attributable to 


[The End] 


added to the 1954 Code by 
26, 1957 (Pub. L. 85-165, 71 


several years. 


* Section 1305 was 
Sec. 1, Act of August 
Stz 413). 
5S. Rept. 1622, 83d Cong., 2d Sess., p. 12 
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Selected Problems in the Use 
of Restricted Stock Options 


By EDWARD S. SCHLESINGER 


The Internal Revenue Code accords to restricted stock options 

a different and more favorable treatment than is given to other employee stock 
options. Although there may be no valid, logical basis for distinguishing between 
restricted stock options and other employee bargain purchases from the employer, 
the law provides favorable tax consequences for these statutory creatures. 

It behooves the estate planner and tax practitioner 

to consider the merits of the utilization cf restricted stock options 

and to inform himself of the tax consequences of their use. 

Mr. Schlesinger is associated with David Altman, a Chicago attorney. 


| IS the purpose of this article first to 
consider the treatment which is accorded 
to restricted stock options by the Internal 
Revenue 1954. In order fully to 
explore the ramifications of this treatment, 
it is examine the 


Cy dle ot 
necessary to background 


legislative, administrative and judicial 
has led to the 
pattern. After 
this statutory 


inquire 


which present statutory 


considering the etiology of 


creature, it 1s proposed to 


into the statutory pattern itself, 


examining both the definition of a restricted 
stock option and the tax consequences which 
from the 7 restricted 


follow exercise ota 


Finally, methods of obtaining 


trom the 


stock option 


the greatest benefits restricted 


stock option provisions of the Code will be 
explored with particular emphasis on selected 
devices 


problems in tl use of these 


In vic of the fact that restricted stock 


options are creatures of the federal internal 


revenue laws, it is felt neither desirable 


concomitant 
involved in 


nor necessary to consider the 


problems which may also be 


the issu:ince or exercise of such options 


ideration will be omitted of such prob 


state laws regarding compensation 


y 
vorate othecers, ultra vires acts ot 


corporations in granting options, corpora- 


their own 
between 


tions’ prerogatives to purchase 


stock, and contractual relations 
their officers, to 
submitted that 


as well as others involving, inter alia, 


corporations and suggest 


only a few It is these 


issues, 


Restricted Stock Options 


SEC regulations, although of prime im- 


portance to a corporation proposing to 
too 


an article 


restricted stock are of 
scope to be 
nature. It specious 
that these must be 
seriously weighed and resolved prior to the 
of any kind by a 


grant 
bre vad a 


of this 


options, 

discussed in 
almost 
problems 


seems 
to suggest 
issuance of stock options 
corporation. 

that the re- 
type of! 


It should not oncluded 
stock option is the 
option 
corporation 


stricted only 


utilized by a 


1 
StOCK 


which may be 
give its employees 
\ restricted 


of employee 


desiring to 
a right to buy corporate stock. 
stock option is only one type 
stock option, one which complies with cer- 
one which 


treatment. It is not 


tain statutory requirements and 


receives favorable tax 
felt nec ry oth ] ll at leneth | t 

elt necessary to dwell at length on the tax 
consequences of nonrestricted stock options ; 
Section 1.421-6 indi- 
of unrestricted 
that ac 
to the enact 


Internal Revenue 


Regulations 
cates that the tax treatment 
stock options will be 


corded all stock 


Proposed 


similar to 
options prior 
1Z0A of the 


ent of Section 


oft 1939 


I 


Background 


was defined by Section 


193° Code 


(aross imcome 


22(a) of the 


to include: 
gains, profits, and income derived 
compensation for 


whatever kind and 
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personal service of 





Federal, State and Local governmental 
expenditures are at a level equal 

to nearly 21% of our Gross National 
Product, compared to 8% in 1929 
and 14% in 1933.—Professor John T. 
Masten, University of Kentucky. 


. and income de- 
whatever.” 


in whatever form paid 
rived trom 

The Supreme Court in 
Smith, 45-1 ustc § 9187, 
preted 22( 


require 


any source 


Commissioner v. 
324 U. S. 177, inter- 
a) broadly enough to 
inclusion in an employee’s gross 
income of the difference between the bar- 
gain price at which he bought stock of his 
employer corporation under an option and 
the fair market value of that stock. Al- 
though an academic argument can be ad- 
vanced to the effect that income is not 
realized when a taxpayer buys property for 
less than its fair market value, the Court 
held that the Commissioner was correct in 


Section 


disregarding the form used by an employer 
to compensate an employee. Based upon 
the Tax Court's finding that the stock 
option intended by the employer to 
constitute compensation to Smith, the Court 
had no difficulty in holding that the com- 
pensatory intent of the employer made tax- 
able to the employee the economic benefit 
conferred upon him, 


was 


the Smith the Commis- 
sioner’s regulations had required the inclu- 
sion in an employee’s gross income of all 
such bargain purchases to the extent that 
the difference between the purchase price 
and the fair market value constituted com- 
for services... Flush with his 
victory in Smith, the Commissioner amended 
his regulations to 


Prior to case, 


pensation 


read as follows: 


“If property is transferred by an employer 
to an employee for an amount less than its 
fair market value, whether 
the transfer is in or 
exchange, 


regardless of 
the form of a sale 
the difference between the amount 
paid for the property and the amount of its 
fair market value is in the nature of com- 
pensation and shall be included in the gross 
income of the employee.” ’ 


In effect, the Commissioner was taking 
the position that the exercise of any em- 
ployee stock option resulted in the recog- 
nition of taxable gain to the optionee, as 
long as the option price was less than the 
fair market value of the stock subject to the 


option on the date of exercise. The Com 
missioner’s position, which was later reached 
independently by the Supreme Court in 
Commissioner v. LoBue, 56-2 ustc {| 9607, 
351 U. S. 243, was contrary to what the 
Third Circuit characterized as a “virtually 
unbroken line of cases . holding that it 
the grant of a stock option by a corporation 
to its employee is intended to provide 
him with a proprietary interest in the busi 
ness no taxable gain is recognized when the 
option is exercised.” * Apparently desirous 
of avoiding the problems of retroactivity, 
the modified regulations were held by the 
Commissioner to be prospective only in 
their application, namely, they were to apply 
only to options granted on or after Febru 
ary 26, 1945, the date on which the Supreme 
Court decided the Smuth for the 
Commissioner. 

The 


soon 


case 


Commissioner’s new position was 
brought under attack by the Board 
of Directors of the National Association 
of Manufacturers, whose Program for Fed 
eral Tax Revision, adopted June 24, 1947, 
contained the following proposal: 


“The usefulness of stock options as a 
means of securing and retaining executive 
personnel having nullified by court 
decision and Treasury rulings, explicit stat 
utory provisions should be adopted to cover 
the following points: 


“(1) An 
from the purchase of his em- 
ployer, provided the effected 
or the option is granted at prices not ap 
preciably than the fair market value 
of the stock, and in no event until the stock 
or option ts sold. 


been 


realizes income 
stock from 


purchase is 


employee no 


less 


“(2) An employer is not entitled to de 
ductions for compensation paid, on account 
of his employee’s purchase of stock under 
a stock purchase or stock option plan. 

“(3) The tax the stock pur- 
chased by an employee is its actual cost 
to him.” 


basis of 


These plaintive supplications quickly bore 
some fruit, for the 1948 Revenue 
Bill contained a section which 
the NAM’s recommendations and provided 
for the addition of Section 130A to the 
Code of 1939. Section 


Revision 
mirrored 


Internal Revenue 
130A, as proposed and passed only by the 
House, created the concept of a restricted 
stock option which would result in favor- 


able tax treatment being accorded to cer- 





1T. D. 4879, 1939-1 CB 159. 
2 T. D. 5507, 1946-1 CB 18. 
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We do not have to sacrifice high 
production to avoid inflation. 

The only thing we need to give up is 
an illusion: the illusion that 

we can get more out of the economy 
than we put into it, 

that we can consume more than 

we produce.—T. V. Houser, chairman, 
Subcommittee on Inflation, 

Committee for Economic Development. 


stock 
measure, 
that its underlying 
was to encourage and 


tain Arguing in 
Knut- 
purpose 
increase incentive in 
giving them stake in the 
business of their employer.® 

This reasoning was accepted by Congress 
when Section 130A of the 1939 Code was 
enacted into law by Section 220 of the 
Act of 1950, despite the arguments 
by Senators Myers, Humphrey 
and Douglas, Congressman Eberharter, and 
the stockholders’ friends, Lewis D. Gilbert 
and Wilma Soss 


Speaking on behalf of the restricted stock 
option Senator Kerr seriously 
the preferential taxation of 
stock options was calculated to 
making it possible 
personnel to become more 
identified with their employer and, 
by efforts, to the value of 
the of the corporation, which, it was 
further suggested, would increase the profits 
of the corporation, which themselves would 
be taxed.” Mr. Kerr did not indicate that 
a different result would ensue from merely 
increasing 


emplovec options.* 
support 


indicated 


this Congressman 


ot 
son 


employees by a 


Revenue 
advanced 


concept, 
gested that 
restricted 
promote 


sug 


revenue by 


for executive 
closely 
their 
1 


Stock 


increase 


the cash compensation of these 
executives and taxing that income, too 

Mr. Kerr's of the benefits the 
stock option loophole was embodied in the 
Finance Committee report which justified 
the enactment of Section 130A by observing: 

“Such frequently used 
incentive devices by corporations who wish 
to attract new management, to convert their 
into ‘partners’ by 


view of 


options are 


as 


officers giving them a 
stake in the business, to retain the services 
of executives who might otherwise leave, 
or to give their employees 
more direct interest in the 
corp ration.” : 


generally 
ot 


a 


success the 


*Sec. 137(a), H. R. 6712, 80th Cong., 2d Sess. 
5 94 Congressionai Record 9204. 


® 96 Congressional Record 14113 


Restricted Stock Options 


The platitudes of the committee report 
fell on the almost unsympathetic of 
Senator Humphrey, who stated in regard 
to the quotation above: 


“This the being 
revealing as to the practical uses of stock 
options But o justifying the 
provision, statement leaves 
be Cash 
bonuses are incentive but they are 
exempt tact, capitalist theorists 
often preached that all compensation 


ears 


statement has virtue of 
as t 


something 
and_ stock 


the 


to desired. bonuses 


devices, 


not In 


have 
device 


de vice 


incentive 
option 


” 8 


for services is merely 
Why this particular st 
should be preterre d is not 


an 
ock 
‘lear. 


] 


which ad 


vanced by the committee report for accord 


One additional reason was 
ing a preferential tax treatment to restricted 
stock options was a feeling of Congressional 
for the optionee who, at the 
time of receipt of the option and at the time 
; of the option, did not 
income. The thought was expressed 
that the imposition of a tax at the happen- 
of of those would work 
a “real hardship” on the optionee. To solve 
this allegedly the re- 


compassion 


of exercise realize 


cash 
either 


ing events 


inequitable situation, 


port states at page 60 


“Under your committee’s bill no tax will 

imposed the time ot of 
restricted stock option or at the time the 
option is granted, the gain realized 
by the sale of the stock acquired through 
the exercise of the option will be taxed as a 
long term capital gain.” 


be at exercise a 


and 


all its wisdom, 
creed that only a capital gains tax would be 


imposed upon this particular type of com- 


Thus, Congress, in de- 


pensation for services. The question voiced 


by Senator Humphrey has, to this date, 


remained unanswered, as has the corollary 
question of why i 
until 
provisions of Section 42(a) and its succes- 
sor, Section 451 of the 1954 Code, as judi- 
cially construed, require the inclusion in 
n 


the recognition of gain is 


cash is realized when the 


delayed 


gross income of gain in the taxable year i 
which the gain is received. 

1954 Code 
of 
enacted 


Section 421 of the 
many of the provisions 130A 
of the 1939 Code, and additional 
provisions to “further the use of stock op- 
tions incentive Section 421 
was later amended by Pub. L. 85-320, which 
purported to remove certain inequities con- 


re-enacted 
Section 


as devices.” 


* Report of the Committee on Finance, United 
States Senate, to Accompany H. R. 8920, 8ilst 
Cong., 2d Sess. (1950), S. Rept. 2375, p. 59. 

* 96 Congressional Record 13687 
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tained in the law and to make stock options 
still more useful as incentive devices. 


Whatever may have been the motives or 
rationale of the Congress, corporations and 
corporate executives were almost violent in 
their acceptance of this legislative plum. 
It was only a short time until the stock 
option became a basic part of the American 
concept of executive compensation. Com- 
menting on this phenomenon, Paton writes 


“This [tax saving device] is reflected in 
comments by industrialists such as the state- 
ment recently attributed to David Sarnoff, 
Chairman of RCA, by a news magazine. 
‘You can’t compete for executive talent 
today without a gimmick.’ And, of course, 
the gimmick is likely to be a stock option 
or some form of deferred compensation.” * 


The reaction of stockholders and their 
corporations to this sort of thinking on the 
part of their executives and so-called key 
personnel may be illustrated by a compari- 
son of the increase in the number of large 
corporations which have adopted stock op 
tion plans for their personnel. In 1952 it 
estimated that sixth of the 
porations which were listed on the New York 
Stock Exchange had stock option plans in 
effect.” By 1956 it was estimated that of 
these same approximately 47 
per cent had stock option plans in effect; an 
increase of almost threefold in four years.” 
In 1957, it was estimated that approxi- 
mately 55 per cent of these same corpora- 
tions had adopted stock option plans for 
their executives.” It that 
latter year that in some two 
thirds or more of the corporations whose 
stock was listed on the New York Stock 
Exchange had initiated stock option plans 
for their top management personnel, No 
similar figures available for smaller 
corporations, but there is little 
that they have not 
up by this tax bonanza. 


was one cor 


companies, 


noted in 
industries, 


was 


are 
reason .to 
caught 


suppose been 


In addition to providing the incentive to 
which the Senate committee report so 
naively refers, stock option plans are also 
represented as giving management an iden 
tification with the shareholders, compensat 
ing the executives at relatively no cost to 


the corporate employer, and providing a 


method by which smaller companies—those 


* **Executive Compensation,"’ 31 Harvard Busi- 
ness Review 113 (November-December, 1953) 

” Dean, ‘‘Employee Stock Options,"’ 66 Har- 
vard Law Review 1403 (1954). 

1 Paton, “Annual Report on 
pensation,’’ 34 Harvard Business 
(November-December, 1956) 
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Review 124 


with leverage stock, growth companies and 
those companies which are unable to offer 
substantial cash rewards — may 
with established businesses for executive 
talent.” It is suggested that stock 
option plans, in addition to their obvious 
tax savings, offer rewards to executives 
which, although uncertain and contingent, 
are potentially greater than those offered 
by salary increases. 


compete 


also 


Despite the conflicting and irreconcilable 
theories of whether stock options are com- 
pensatory or are merely “incentive devices,” 
or the neutral position which 
that they may well be both, the Internal 
Revenue Code accords to restricted stock 
options a different and more _ favorable 
treatment than is given to other employee 
stock options. Although there may be no 
valid, for distinguishing be 
tween stock other 
employee bargain purchases from the em 
ployer, the law provides favorable tax con 
sequences for these statutory creatures. It 
behooves the estate planner and tax prac 
titioner to consider the merits of the utiliza- 
tion of restricted stock options and to 
inform himself of the tax consequences of 
their 


recognizes 


logical basis 


restricted options and 


use, 


Definition of Restricted Stock Option 


What constitutes a restricted stock option 
is precisely defined by Section 421(d)(1) 
of the Code. Briefly, it is an option granted 
after February 26, 1945, to an employee, by 
his employer, to purchase stock in the em 
ployer corporation: if the option 
within stated limits; if the option is trans 
ferrable by the optionee only on his death; 
if the option can be exercised only by the 
during his lifetime; and if the 
option expires within a limited period 

On the surface it appears that a re 
stricted stock option is an extremely simple 
device to create, but almost every word in 
the preceding paragraph is expanded upon 
and defined by the Code 
so that restricted 
concept has become highly complex 


price 1s 


employee 


and regulations, 


the entire stock option 


What Is Stock Option? 


Regulations Section 1.421-1(a)(1) 
an option to include the right or privilege 


defines 
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individual 
corporation 


of an to purchase stock of a 
because of an offer from the 
Such offer must be written, 
must be continuing and must provide for 
a stated or determinable price at which the 
bought. To constitute an op- 
tion, the optionee must not be contractually 
obligated to buy the stock, but he must 


have the right to buy it if he so chooses. 


corporation. 


stock may be 


Extreme latitude is given by Regulations 
Section 1.421-l(c) in defining what will 
stock for the purposes of de- 
termining what an individual has an option 
Apparently, 
sesses the characteristics of capital stock” 


will qualify as the 


constitute 


to buy. anything which “pos 


subject of a restricted 
“stock” may be voting 
or nonvoting, common or preferred, treasury 

repurchased issued and it 
stock solely authorized to be issued 
effect, anything which 
employee-recipient a right to 
and a right to share in the corpo 
dissolution, 
would 


stock option. The 


stock o1 stock, 
nay be 

employees. In 
gives. th 
dividends 

assets on regardless ot 
seem to come within 
stock. The wide 
permitted by this 


possibility of a 


definition of degret 
freedom 


suggests rie 


prov ms10n 
closely held 
corporation 


‘ ock 


issuing a nonvoting common 


stock op 


tions to valued employees, thus sharing any 


solely for use in granting 
the employees but retaining all 


profits witl 
t the hands of the original 


he voting control in 


stockholders. 


Optionee and Optionor 


[lo qualify as restricted, the option must 
be granted to an employee for any reason 
connected with his employment. The term 
“emplovee” is somewhat broader 

at common law, and in 
It should 
an individual 
f an employee 


serves Only as chairman of the board 


involved 


given a 
interpretation lan 
cludes, inter a/ta, corporate officers.™ 
be noted, he that 


Status ¢ 


vever, may 
be excluded trom the 
if he 
of the corp The chairman 


of the 
employee, 


ation 
boar l, per se, 18 not a 
but af he 


in the cory 


corporate 
holds another posits 
ration, the chairman can_ be 
restricted stock 


the optionee of a option 


Che grantor of the option and the corpo 
offered 
whom the em 


ration in which the stock is need 


not be 


ployee performs services, as long as there 


the corporation tor 


is a parent or subsidiary relation between 


the grantor and the employing corporation 
™ Regs. Sec. 1.421-2(a)(3), referring to 1954 
Code Sec. 3401 and regulations thereunder for 


rules to determine whether a bona-fide relation- 
ship of employer and employee exists. 


Restricted Stock Options 


Thus, if an individual is employed by X 
corporation, X can grant him an option to 
buy the stock of its parent or subsidiary, 
Y. Similarly, the individual could receive 
an option from Y to buy the stock of X, 
even though the employment relation existed 
between the individual and X 


Option Price 


The price for which the optionee may 
buy stock subject to an option must be not 
less than 85 per cent of the fair market value 
of the stock at the date on which the cor- 
poration completes action offering the stock 
for sale. The rationale behind the 85 per 
cent requirement was casually explained by 
the 1950 Senate Finance Committee report 


at page OU as follows: 


“Ordinarily, when an option is used as 


an incentive device, the option price ap- 
market value of the 
the option is granted. 
stocks are not listed on 

therefore, the market 
value is dithcult to determine. Hence, your 


committee’s bill requires that to qualify as 


proximates the fair 
stock at the 
However, 


time 
many 
fair 


ex¢ hange S and, 


a restricted stock option the option price at 
the time of issuance must be 85 percent o1 
more of the fair market value of the stock.” 

At first reading, this appears to be a 
plausible excuse for permitting a 15-point 
price and the 
stock at the time the option 
However, this statement was 
criticized by Senator Myers, who observed 


that 


spread between the option 
value of the 


is granted 


although this spread was allegedly to 
prevent valuation problems from arising in 
those cases where the stock had no readily 
determined fair market value, it also applied 
to stocks listed quoted 


daily on national exchanges.” 


which were and 


Despite the Congressional reasoning in 
ig this 85 per cent floor for option 

pri , and despite further the bland allega 
tion that the option price is usually the 
market price ot the stock, many companies, 
desire to compensate their executives 
the option price at 
market value ,of 
has led to the 


which 


stock 


options, set 
> per cent of the fair 
the stock. This practice 
following unhappy situation: 
“In the case of a small corporation 

[the percentage-of-market-value rule] may 
trouble ce see 
market value, a 
between the 


stock has no 
contest 
employee 


cause 
established may 


and the 
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Treasury as to whether the option price 
was than 85 per cent of the market 
value. As a result, the tendency may be 
to put the option price high to be on the 
safe side.” ™ 


less 


To cause further unhappiness to the small 
corporation, the stated policy of the In- 
ternal Revenue Service is to refuse to issue 
rulings on questions of fact, including what 
constitutes fair market value.” Conse- 
quently, it is not possible for the small 
corporation to ascertain the market value 
of its stock with any degree of exactitude 
that will not later be the subject of a 
potential conflict with the Commissioner. 


What Congress had originally intended 
as a the small, closely held cor- 
poration has become a very real problem 
to those selfsame corporations, while creat- 
highly situation for pub- 
held, nationally listed, corporations 
whose stock can be easily valued. 

The exception to per cent 
minimum rule is the requirement which is 
applied to individuals are 
regarded as owning more than 10 per cent 
of the total combined voting power of all 
classes of stock of the employer corpora- 
tion or of its parent or subsidiary corpora- 
For such individuals, Section 421(d) 
(1)(C) requires the option price of a re- 
stricted stock option to be not less than 
110 per cent of the fair market value of the 
stock at the time the option is granted. 


boon to 


ing a favorable 


licly 


one the &5 


who own or 


tion. 


This particular requirement is traceable 
to Section 130A of the 1939 Code which 
denied the benefits of a restricted stock 
option to an optionee who owned, directly 
or indirectly, more than 10 per cent of the 
stock of the employer corporation, its par- 
ent or subsidiary, at the time the option 
was granted The committee report 
plains that this provision was: 


ex- 
intended to prevent the use of 
stock options by employers who seek merely 
to convert the earnings of a corporation 
from ordinary income into capital gain.”” 


Although the rule may have had 
considerable merit, the rationale behind it 
left something to be desired. For example, 
it is difficult to ascertain why 10 per cent 
of stock ownership was determined to con- 
stitute an individual as an “employer.” It 
appears that an owner of 11 cent of 
the stock of a closely held corporation 
a Rice, ‘‘Incentives for Executives of Small 
Corporations,’’ 32 TAXES 222 (March, 1954). 

1” Rev. Rul. 54-172, 1954-1 CB 394 

1S. Rept. 2375, 8lst Cong., 2d Sess 
p. 60. 
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some 


per 
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a court should not be quick 
to put a man in business under 
Section 117(a) simply because he has 
been successful in earning extra 
income through a hobby or some other 
endeavor which takes relatively small 
part of his time.—Stern v. U. S., 
58-2 USTC 7 9807 (DC La.). 


would have considerably less control over 
the corporation’s affairs than an individual 
who, as president of a nationally listed cor 
poration, owned 9 per cent of the stock- 

a percentage which might well constitute 
complete control of the corporation It 
could be contended with some degree of 
that this was highly dis- 
criminatory against the employees and stock 
holders of closely held corporations. 


421(d)(1)(C) of the 1954 Code 
abolished the original absolute bar against 
the granting of restricted stock options to 
more than 10 per cent of the 
corporation’s stock, and substituted a pro- 
allowing such individuals 
restricted stock options if the option price 
least 110 per the market 
value of the stock on the date of granting 
of the option, 


force provision 


Section 


holders of 


vision to receive 


Was at cent ot 


This change in the law is explained by 
the Senate Finance Committee Report on 
the 1954 Code as follows 

“This [former 
tended to prevent 
poration is closely 


provision of law] is in- 
abuses where the cor- 
held. However, the 
attention of the House and your committee 
stockholder- 
employees of closely held corporations who 
use stock options to retain control of thei 
company when procuring outside 
financing. This use of stock options ap 
pears to be a legitimate business purpose 
and it would appear that the options 
in these not intended as 


has been directed to cases of 


equity 


Cases are com 


19 


pensation,” 
well writhe in 
with the 
committee 
reasoning of 


might 
contronted 
which the 
conclusion, The fallacious 
the report combines the worst aspects of 
the fallacies of hasty generalization and 
hypothesis contrary to fact. However, the 
science of the contrary notwith 


A logician agony 


were he ostensible 


logic on based its 


logic to 


States Senate, to Accompany H. R. 8300, 83d 


Cong., 2d Sess., S. Rept. 1622, p. 60 
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present state of the law is 
such that an mdividual owning 100 per cent 
of the stock of a corporation can compen- 
sate himself by using stock options, so long 
as the option price is at least 110 per cent 
of the fair market value of the stock on 
the date the option is granted. All that 
is required tor such an individual to com- 
pensate himself at capital gains rates 
that the value of the stock appreciate by 11 
per cent or more before the time the option 
must expire. 


standing, the 


is 


For purposes of determining whether an 
individual more than 10 per cent of 
the stock the corporation, “directly or 
indirectly,” Section 421(d)(1)(C) of the 
Code provides a series of rules regarding 
the attribution of stock ownership. An 
individual is regarded as owning the stock 
owned by ancestors, spouse 
and lineal Additionally, 
individual stockholder in a 
poration, a partner in a partnership, or the 
beneficiary of a,trust or estate is 
as 


owns 
ot 


his siblings, 
descendants. 


who 1s a 


an 


cor- 


regarded 
owning a proportionate sh: I 
stock held by the other entity 


are of the 


final requirement of a restricted 
stock option granted after June 21, 1954, is 
imposed 421(d)(1)(D) of 
Code: the option must not 
be than ten after 
having been granted. In the case of options 
granted to those individuals who 
treated as owning more than 
of the of the grantor 
the options must not exercisable 
after the expiration of five years from the 
date ot grant. 

Both 
to the 
counterparts in the 
ten limitation, Congressman 
the Ways and Means Committee, 
the need for it as follows 


One 


by Section the 


By its terms, 


exercisable more vears 


own oO! 
10 


cor p< Tra 


are per 


cent stock 


tion, be 


added 
having 
As to 


Reed, 


ot these requirements 
1954 Code, 


prior law 


were 


law by the no 
the 
year of 


€ xpressed 


“Under present law, restricted stock op- 
tions could be granted over any period, not- 
withstanding the fact that options granted 
over a long period of time are almost cer 
tain to benefit the employee even though 
there is action on part to 
the success of the employer corporation. 
Under the bill, options granted after the 
enactment of this bill must 
a period of ten years or less. 


no his increase 


be exercisable 


” 20 
ove! 


Apparently, it was felt that options granted 
individuals holding more than 10 pet 
of the stock of the optionor should 
somewhat more restrictive than those 


to 
cent 


be 
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It is also arguable that 
since the Senate committee report stated 
that the behind permitting these 
stockholders to qualify as recipients of re- 
stricted stock options, was to allow them 
to the options in obtaining outside 
equity financing, this five-year rule repre- 
judgment that five 
years was long enough to enable the stock- 
holder It is still 
subject to contention, however, that these 
options in 


granted to others. 


rationale 


use 


sents a Congressional 


to consolidate his control 


are reality compensatory, and 
this five-year rule is just 


opponents of this provision 


a placebo to the 


Taxation of Restricted Stock Options 


Once it has been determined that a par- 
a restricted 
stock option within the meaning of Section 
$21(d), it 
the 


from 


ticular arrangement constitutes 


to ce ynsider 
flow 
nse- 
for 
be 


unrestricted 


is logically necessary 


favorable which 


These ce 


tax consequences 
determination. 


the prime 


such a 


quences are and sole reason 


distinction 


tne 


Congress having drawn a 
the restricted 
stock option 

Che statutory treatment of re- 
stricted stock options is set out in Section 
$21(a) and Section 421(b) of the 1954 Code. 
Briefly, Section 421(a) provides that if an 
the exercise of 
a restricted stock option, and if no disposi- 
of that stock is by him within 
two years of the ranting of the 


montis of 


tween and 


present 


optionee acquires stock by 


made 
date of the 
within 


tion 


date 
transfer of the stock to him, no 
will to the | 
exercise of the option 


option nor SIX the 


ot the 
} 
result 


income optionee on his 


order to obtain this favored 


the must be an employee 
of the optionor, its parent, its subsidiary or 


which h 


In 
ment, 


treat- 


optiones 


a successor corporation as assumed 


the original option lt he has been 


em- 
ployed by one of those corporations within 
three months of his exercise ot the 
may take 


although not 


option, 


the optionee also advantage ot 
employed on 
date of exercise. It is noted that the 
optionee must be an when the 
option is granted, and also shortly before, or 
at the time the 


only 


this provision 


the 


employee 


and 
at the occurrence of those two events. 
no requirement 


option is exercised, 
that he be an 
employee during any intervening period nor 
at any time after stock subject to the 
option has been acquired. 


There is 
the 


Although it is nowhere stated explicitly, 


the provision permitting total nonrecogni- 


715 





tion of ordinary income on the sale of stock 
acquired under a restricted stock option 
applies only when the option price is at 
least 95 per cent of the fair market value 
of the stock on the date of the granting 
of the option. Section 421(b) provides a 
special rule to be applied to those options 
in which the option price is between 8&5 
per cent and 95 per cent of the value of the 
stock. In those circumstances, no gain is 


1s 


recognized when the option is granted or 


exercised, but when the stock acquired 
under the option is disposed of, the lesser of 
the difference between the option price and the 


market value on the date of grant, and 


of disposition, is subject to taxation at ordi 
nary income rates, The committee reports are 
barren of explanations of this provision, but it 
does not seem unreasonable to hypothesize 
that without a provision ol 
this type, the entire restricted stock option 
provision might not have been enacted into 
law. 


compromise 


of the &5 


Was appal 


the 
options 


The special rule in case 
per cent to per cent 
ently added as a Congressional afterthought 
to the treatment of the 
restricted colloquy be- 


Hum 


0S 


basic legislative 
stock options A 
tween Senator 
phrey indicates that the statute as originally 
drafted would taxed the 15-point 
spread between option price and fair market 
value at capital gains rates." However, it 
may be that this treatment 
regarded as being unduly kind to the 
tionees. * fer 
House-Senate conference committee 
become Section 

taxing the 15-point 
income It not 


Douglas and Senator 


have 


was 
Op- 
measure, the 
finally 
$21(b), 


spre ad 


assumed 
compromise 
added what has now 
providing 
as ordinary 
any more than a reasonably active imagina- 
tion to that the 
mittee out this 
compromise between the 
garded the stock option as a compensation 
and the opposing group which was 
convinced of the quality ot 
stock options 


tor 
does require 
conference com 
treatment 
faction 


suppose 
worked as a 


which re- 


device 
“incentive” 


the 
compensation 


six- to 15-point spread 
not severe as it 
appear, there provision 
acts to extent insurance 
against the possible decline of the stock 
acquired: If the fair market value of the 
stock on the date it is disposed of is less 
than its value on the date of acquisition, 
the former value is used to compute taxable 
This is, indeed, a curious result but 


Even treating 


as is as 
might 


which 


since is a 


as 


some 


gain. 
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the 
option price and the market value on the date 
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it is, nevertheless, the law. Additionally, 
the statute finally enacted the 
purpose of delaying the recognition of gain 
until cash is realized from the sale of the 
stock, or until the stock is disposed of by 
reason of the death of the optionee or by 
gift. It seems almost paradoxical to hold 
that the optionee recognizes taxable gain in 
the form of compensation when he 
the stock, although he may have retired 
ten years previously from the employ of 
the optionor. It should also be noted that 
by delaying the time of recognition of gain, 
Congress permitted the to 
select the year in which they best 
afford to include amounts in their gross 
incomes. 


as serves 


sells 


has optionees 


can 


For some inexplicable reason, Congress 
has distinguished between an option which 
gives the optionee a five-point spread be 

market value and option price, and 
which the optionee a six- to 
15-point spread. The former, as 
sured, no compensatory 
but is solely an incentive device; the 
is partially taxable as compensation 


tween 
that gives 
we are 
to it, 


latter 


has aspect 


Transfer and Exercise 


The first requirement of Section 421(a) is 
that there to 
ot a share of stock, pursuant to his exercise 
1949 of a restricted stock option 


The word “transfer” is defined by Regu 
lations Section 1.421-1(f) to mean the trans- 
fer of ownership of a share of stock or the 
of substantially all the rights of 
ownership. The same provision of the 
regulations requires that the be 
evidenced upon the books of the corporation 
within a reasonable time 


rhe 


be a transter an individual 


alter 


transter 


transter 


of this 
Congress 


purpose 
almost obvious: 
stricted stock 
employees ot the optionor to acquire a pro 
interest the 
the entire 


requirement seems 
adopted the re 
option provisions to permit 
in corporation It 
would defeat the 
statute to permit an employer corporation 
to sham transte1 This 
to be both a form of protection for poten 
as well that 
the restricted stock option will 
not used only to spray to 
employees without the corporation yielding 
at least some nominal portion of its equity 
ownership. 


prietary 
justification of 


make a appears 


tial optionees, an assurance 


as 
provisions 


be dividends 


Regulations Section 1.421-1(e) defines the 


word “exercise” with a similar degree of 
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precision, interpreting it to mean the ac- 
ceptance by the employee of the offer of 
the optionor to sell him stock in the cor- 
poration. 


This requirement coincides with the defi- 
nition of an option, to wit, an offer by the 
corporation to sell its stock. Since the 
purpose of this legislation 
place incentive stock in the hands of em- 


entire was to 
ployees, Congress must have intended that 
the stock be pursuant to the 
option, 


acquired 


In keeping with this Congressional pur- 
pose, at the time of exercise the 
must be either a bona-fide employee of the 
optionor, or if some other corporation has 
assumed the option subsequent to its issu- 
must be an that 
corporation, provisions of 


employee 


employee of 
‘| he 
Section 421 are also available if the optionec 
within three 
of the termination of his employment. 


ance, he 


successor 


exercises his option months 


Holding Period 


Section 421(a) 


made of the 


that no disposi 


acquired 


requires 
stock 


option 


tion be under 


a restricted stock within two years 
of the date of 


within six 


granting of the option, 


months after the transter of the 
Chis 
justified 
stock option provi 


aileged purpose ot 


share to the optionee. provision 1s 


one of the more easily require 


ments of the restricted 


sions, in that the giving 


the employee an opportunity to acquire a 


proprietary interest in the corporation ts 


best served by requiring him to retain his 


stock for this short period, as a minimum 


In a lengthy colloquy between Senator 


George and Senator Humphrey, the thought 
was developed that the purpose for 
holding period 


employee f exercising his 


requir 


ing the six-month 


Was to 
prevent the trom 
option and immediately selling the stock to 
capital gain.” It 
both ot 


rder for the 


recognize a seemed to 


escape the consideration of these 


gentlemen that in optiones 


to obtain long-term capital gains treatment 
k, he had to hold it for a period 
Although the 


was to be taxed 


months 


sale ot the 


exceeding six 
from the 


gain 
stock 
sale of a capital asset 
Section 117(a)(4) of the 1939 Code (Sec 
tion 1222(3) ot the 1954 Code) 


holding 


as a gain from the 


imposed 
period ot 
than six months in order to constitute 
a long-term capital gain. Consequently, it 
that the six-month holding period 


the requirement of a 


more 


appears 
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required of an optionee Ola restricted stock 
option may be unnecessary. Its only justifi- 

preventing the optionee 
what would 


can be in 
converting 


cation 
from otherwise be 
ordinary income into a short-term capital 


aln. 


The statute requires the optionee to hold 
his stock for a minimum of two 
assuming he option on the 
date on which it was granted. In the event 
that the option was exercised on the date 


years, 


exercises his 


of its granting, the two-year period of the 
statute would in Senator 
“absorb” the six-month period.’ 


George’s words, 


The committee report expresses the theory 
behind the holding period requirements as 
follows: 


“The 


stock option’ must not be 


two years subsequent to the date on which 


pur- 


estricted 


stock acquired under a 


‘ 
sold less than 


the option is granted, the stock 
chased under the option must be held 
period of not le ‘ 

ler the bill 
| 


special 


than 6 months. 


lovee will 


treatme! 


employment 


option and actually 


company 


com- 
remain out 
1, 1957, 
ve re-employed and 
that day. He could 
company on July 
ntil January 1, 


July 


ing full capital 


optione¢ have been employed 


by the company days, and after his 


six-month-and-one-day holding period, he 
could sell his stock and recognize 
capital Naturally, this 


situation would require some collusion on 


long- 


term gain. precise 


the px the ofticers ot the corporation, 
a small, 
Statute 


1 


] ] 
uld well be perpetrated in 


family corporation. Nowhere in the 


or regulations is tl a requirement ot 
employment of the optionee, except on the 
and 


this 


date on which the option is granted 


the date on which it is exercised If 


2375 


“4S. Rept 


p. 60 


8lst Cong., 2d Sess. (1950), 
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or a similar situation were attempted by an 
optionee, the entire transaction might be 
scrutinized so closely by the Commissioner 
that the bona-fide nature of the optionee’s 
employment could be questioned and prob- 
ably treated as a sham. However, this 
hypothetical situation is presented to show 
that in a less obvious case the Congressional 
intent could easily thwarted by the 
optionee. 


be 


Disposition 


The statute provides that 
shall make disposition 
acquired under a restricted stock option 
within the stated holding periods. The 
term “disposition” is defined by Regulations 
Section 1.421-5(a)(3) to include a sale, ex- 
transfer of legal title, but 
the term does not apply to a testamentary 
transfer, an exchange of stock in a tax-free 
corporate reorganization, or a pledge or 
hypothecation of the stock. The creation of 
a joint tenancy with other than the 
optionee as joint owner is not treated as a 
disposition, but the termination of such 
joint tenancy is regarded as a disposition 
to the extent that ownership of the stock is 
reposed in other than the optionee.” 


the optionee 


no of the stock 


change, gift or 


one 


one 


The broad definition of “disposition” is 
utilized, although the Congressional dis- 
cussion seemed to consider early sales of 
the stock by the optionee as the major vice 
to be prevented. However, it would 
require an imaginative tax lawyer to realize 
that if the holding provisions were limited 
to bar only sales, obvious abuses could 
easily result by way of gifts by the optionees 
and other not the 
requirements of a sale. 

The provision of Section 421(d)(4)(B) of 
the 1954 Code to the tax 
quences of the creation of a joint tenancy 
were added by the 1954 Code, as the com- 
mittee report states: 


“ 


not 


dispositions meeting 


relating conse- 


: in order that stock acquired in 
common-law States under a restricted stock 
option may be owned jointly without dis- 
advantageous tax consequences.” ” 

Perhaps this provision is designed to pro- 
vide an incentive to the wives of corporate 
officers. 

In the event that a disposition of stock 
under a restricted stock option 
is made prior to the two-year and six-month 


acquired 





holding periods imposed by Section 421(a) 
of the 1954 Code, Section 421(f) prescribes 
the treatment to be accorded the disquali- 
fying disposition. Briefly stated, that latter 
makes inapplicable the provisions 
the former section regarding the non- 
recognition of income. If there is a dis- 
qualifying disposition within the prohibited 
periods, the income, if any, which results 
to the optionee regarded as_ taxable 
income to him in the year in which the 
disposition is made. Under the provisions 
of the 1939 Code, the income which re- 
sulted the occurrence of a_ prohibited 
disposition was regarded as income to the 
optionee in the year in which the option 
was granted. The 1954 Code added Section 
421(f{) to require inclusion of such income 
in the year of the disposition, rather than in the 
year of granting the option, to obviate the 
necessity of going back into prior years 
to include income in the income of 
the optionee.” 


section 


ot 


is 


on 


gross 


Post-Mortem Exercise 


One of the more complicated problems 
with which attorney may be in 
planning the of the optionee of a 
restricted stock option, is whether to ad- 


an faced 


estate 


vise his client to exercise the option during 
his lifetime or to let it pass unexercised to 
the optionee’s estate or legatees.* 

It would be an erroneous oversimplifica- 
tion to consider the solution to this problem 
solely from the tax standpoint, since a 
multitude of other must be 
considered: availability of ready cash with 
which to exercise the option; the terms of 
the option which may limit the percentage 
thereof which is in any one 
year; provisions of the option which may 
deny the or legatees the right to 
exercise option; the spread between 
market and option price and _ the 
possibilities of a fluctuation in market value; 
and most important, the date of expiration 
of the option. Additionally, there are fur- 
ther considerations which must be resolved 
it the corporate grantor is a closely held 
corporation: problems of valuation of the 
stock; other estate planning decisions regard- 
ing the control of the corporation both be- 
fore and after the optionee’s death; and 
the liquidity aspects of the optionor, and 
of the optionee’s estate. Inasmuch as the 
variations on the above-suggested problems 


factors also 


exercisable 


estate 


the 
value 





Sec. 421(d) (4) (B). 
1622, 83d Cong., 2d Sess., 
2375, 8list Cong., 2d Sess. 


% 1954 Code 

*S. Rept. 

77S. Rept. 
p. 60. 


p. 296. 
(1950), 
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* Casner, Estate Planning: Cases, Statutes, 
Text and Other Materials (1956), p. 285. 
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To stumble twice against 
the same stone is a proverbial 
disgrace.—Cicero. 


are infinite, it is felt not unjustifiable to 
limit this analysis to a consideration of the 
federal income and estate tax consequences 
which follow from a determination of whether 
or not to exercise options during the life 
time of the optionee. 

As originally introduced in the 1948 Reve- 
nue Revision Bill, Section 130A defined a 
restricted stock option as an option which, 
inter alia, was not transferable by the op- 
tionee otherwise than by will or under the 
laws of descent and distribution, and which 
was exercisable by the optionee only during 
his lifetime and during his employment by 
the optionor.” This 
plained by the Senate 
report as imposing limitations on the use 
of stock options so that only those options 
which true incentive would 
quality as restricted. However, the report 
stated that it was not the 
intent to bar the restricted 
stock option by the estate or legatee of an 


provision 
Finance Committee 


Was ex 


were devices 
Congressional 
exercise of a 


optionee, as to do so would not permit such 


estate or legatee to realize the fruits of 
the optionee’s efforts.” 

The 
optionee’s estate or legatees should be per- 
mitted to proprietary 
the former employer of the 


tionee. 


report does not indicate why the 


receive a interest in 
deceased Op- 
The entire justification for distin- 
guishing the tax treatment of 
stock that 
employee stock options was the Congres 
that 
incentive devices 


restricted 


options from accorded all other 


sional determination restricted stock 


options were rather than 


which should 


rates in the 


a means ot compensation, 


be taxed at ordinary income 
7 It requires no great amount 
to suppose that the Congress 


wholly 


vear of receipt 
ot conjeé ture 
itself dic not 
mouthini's regarding the alleged dichotomy 
and 
-a distinction perhaps without 


subscribe to its own 


between incentive options compensa 


tory 


ont torns- 
a differe ce, 

Section 130A, when finally enacted into 
law by the Act of 1950, required 


inter alt, that stock options be 


Revenue 


restricted 


* Sec. 130A(c)(1)(B), as contained in Sec. 137, 
H. R. 6712, 80th Cong., 2d Sess 

” Report of the Committee on Ways and 
Means, Ifouse of Representatives, to Accompany 
H. R. 6712, 80th Cong., 2d Sess., H. Rept. 2087, 
Pp. oO 
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not transferable by the otherwise 
than by will or the laws of descent and 
distribution, and must only be exercisable 
during the optionee’s lifetime by him. Addi- 
tionally, that statute provided that the op- 
tions must be exercised within three months 
of the termination of the employment rela- 
and the 


optionee 


tionship between the optionor 


optionee. 


It may be surmised that there was un- 
usual involved in the enactment 
of Section 130A, since that provision origi- 
nated in the Senate and was only accepted 
by the House after a conference on the 
entire bill“* The Ways and Means Com- 
mitte Report on the Revenue Act of 1950 
was, of silent on this provision of 
the law, and the Senate Finance Committee 
report’s comment on the post-mortem exer- 
cise of restricted stock options was limited 
to the that such options could 
by will or by 


pressure 


course, 


assertion 


not be transferred except 


operation ot the laws of intestate succession. 


In view of the lack of expression of 
Congressional intent in regard to the exer- 
cise of restricted stock options after the 
death of the optionee, the Treasury adopted 
the position that the preferential tax treat- 
ment of Section 130A was applicable only if 
the restricted stock option was exercised by 
granted.® 
stated, further, 
Section 
to the 
option by 


the individual to whom it was 
Che regulations spe cifically 


that the special tax treatment of 


130A 


exercise Of a 


with respect 
stock 


the personal representative, het 


was inapplicable 
restricted 
legatee 
of the optionee, although a provision in the 
exercise would not 


option permitting su 


prevent an qualifying as re- 


stricted 


option tron 


tl lreasury was taking the 
Section 130A(d)(1) 
the trans- 
tion by will or 


Essentially, 
that alt 


>) of the 1939 (¢ 


position 
permitted 
of a restricted 

| 


operation of the t intestate suc- 


cession, such transter o option would 


not carry with it the rigl receive favor- 
1 


able tax. treatment upon the 


his position ap 


post-mortem 


exercise of the option 


pears to have been diametrically opposed 


t 


to the intent which was 


0 
manitested by the 


House committee report on the 1948 reve- 


nue revision bill.“ The Treasury’s position 


1See in this respect, Commissioner v. LoBue, 
cited above 
2796 Congressional Record 
conference committee report on H. R 
Cong., 2d Sess., p. 29 
tegs. 111, Sec. 29.130A-3 
‘H. Rept. 2087, 80th Cong 


15589 See also 
3124, 81st 





Assuming the absence of a 
destructive atomic war, | am sure 
no one doubts that our economy 
will continue its long-term trend 
toward increased industrialization 
and automation.—Daniel Parson, 
director, Bureau of Statistics, 
American Gas Association. 


undoubtedly based on the silence of 
report 
the 1950 revenue bill, and upon the rational 
position that if restricted stock options were 
to be solely an incentive device, there was 
little or no justification for permitting the 
options, with 


persons other 


Was 


the committee which accompanied 


favorable 
than the 
The only fallacy in this 


exercise of those 
tax treatment, by 
optionee-employe¢ 
that 


incentive to an 


may be 
individual to en 
hance the value of an asset which will pass 


to his 


reasoning is there just as 


much 
heirs or legatees as there will be to 
the value of an asset which he will 
Despite the fallacy in the 

there was probably a 


€ nhance 
retain. Treas 
ury’s great 
deal of 


stricted stock option provisions were 


position, 
since the re 
such 
favor a particular 
appropriat« 
lreasury, in its position of protect 


merit in adopting it, 


an obvious 
group of 
for the 
ing the 


attempt to 
taxpayers, it Was 


revenues, to construe those provi 


possible against the 
it is doubtless the 


the Treasury's position was not 


strictly as 


sions as 
taxpayers However, 
that 


cord 


case 
in ac 
manifestations of Congres 
adduced both by 


under the 


with the 


sional intent, 
to the 


relerence 
19048 
considering 


130A(d)(1) 


stock op 


commiuttec reports 
] and by 


section 


rOpose d legislation 
h 
(] 


tions to be tr 


1 
I 
¢ 
t 


language of 


( very 
4 permitted 


) which restricted 


ansterable by will or the laws 


of intestate ssion. It 


able to attribute 


succe seems unreason 
this latter 


intent to 


any imtent to 


statutory provision other than an 


stock 
treatment 


permit restricted receive 


options to 
after having 
death of thi 


favorable tax even 


been transferred upon. the 


optionee. 


rather 


Ameri 


The Treasury’s position and _ its 


tenuous basis were the cause of the 
can Institute of Accountants’ recommending 
that 130A of the 1939 Code be 
amended to specifically authorize the exei 


option by the 


section 


cise of a restricted stock 
“ Statement of the American Institute of Ac- 
countants, Hearings Before the Committee on 


Ways and Means, on H. R. 8300, p. 429 


720 October, 
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personal representative, heir or legatee of 
the optionee, without such person’s forfeit- 
otherwise favorable tax treatment 
available on the exercise of 


ing the 
which was 
those options.” 

The Ways and Means Committee report 
on what has become the Internal Revenue 
Code of 1954, clarifies unequivocally the 
intent of Congress with respect to the post- 
mortem exercise of restricted stock options 
It states 

“Under present law the tax treatment of 
; ‘restricted stock option’ 
pro 


stock 


the exercise of a 
after the death of an employee is not 
even though ‘restricted 

options’ are transferable by Your 
committee believes that the untimely deat} 
of an employee should not penalize his 
estate or beneficiaries by denying an option 
the status of a ‘restricted option’ 
merely because of the death 
For that reason the bill provides that the 
exercise of ‘restricted stock options’ by the 


vided for 
will 


st ck 


« mpl rvee’s 


estate or beneficiary of a deceased employee 


is to have the same tax effect as if the 


employee had exercised the option.” 


identical to the 


Senate Fi 


Language practically 


foregoing is found in the 


Committee report 


421(d)(6) of the Internal 
1954 reflects the 


maniestations ol 


nance 
section Reve- 


nue Code of now above 


Congressional intent as 


follows 
“(A) In 
option 
of the 
dent, or by a person who acquired the right 


stock 
death 


aece 


General lf a restricted 


is exercised subsequent to the 
employee by the estate of the 
} - 

vequest or in 
death of the 


ie provisions of this section shall 


to exercise such option by 


heritance or by reason of the 


decedent, tl 


apply to the same. extent as if the 


had 


that 


option 


been exercised by the decedent, except 


and employment 
shall not 


“(i) the holding period 


requirements of subsection (a) 


apply, and 


“Cin) estate of stock 


disposition 


any transfer by the 
shall be 


stock for 


acquired considered a 


of such purposes of subsection (b).” 


Thus, the practical result of the bequest 


or imtestate passage ot a restricted stock 
option is that the person receiving the 
option i better 
than did the optionec In 


order for the 


stands in a somewhat 


posi 
tion original 


employee-optionee to receive 


“Report of the Committee on Ways and 
Means, House of Representatives, to Accompany 
H. R. 8300, 83d Cong., 2d Sess., H. Rept. 1337, 
p. 46 
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It is the shining faith of America 
never to count whence a man comes, 
but always whither he goes. 
—Governor Theodore R. McKeldin. 


favorable tax treatment his exercise 
of a restricted stock option, Section 421(a) 
that he must 


an employee of 


up¢ Dal 


exercise the 
the 


successor ) 


requires option 


optionor (or its 


parent, subsidiary ot with 


I months atter ceasing to 

1.421-5(d)(1) of the 
that an 
the 


exercise 


ire¢ 
loved 


] 
regulations 


section income 
individual 


deatl 


states 


ising the option 


] alter 


need not 


employee 
as employed 


been so employed 


his death. Of cour 


¢ 


sed within its 


exerci 


requires 
acquired 
restricted 


‘ 
Hie 


six months trom 


on Was exercised, in ordet 


obtain favorable tax treatment. In 


ase of a deceased Op 


possible to require that 


sentative or heir or legatee 
l corporate 
decided that 


requiring the 


remiall employ 


ongeress there 


grantor, 
was no reason tor person 


the right to exercise the 


death of the of 


who acquired 


option by reason of the 
tionee, to hold for any stated period of time 
the stock the the 


option. 

It should be noted, that nowhere in 
Section 421 of the Code is it stated that 
portion of the gain realized on the sale of 


acquire | by exercise Of 


any 


stock acquired by exercise of a restricted 
stock option is taxed as a capital gain, that 
implicit in the construction 
of the statute 


is, however 


and legislative history How- 
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I 
421(d)(6)(A)(i) of the C 


1.421-5(d)(1) 


Section 


Regulations Section 


out that the 


ever, 
yrovisions of 
making 
Section 421(a) inappli- 
the estate ot a 


appli- 


points 
ode, the 
holding periods of 
cable to the 


optionee, 


exercise by 


deceased affect the 


section relating to what 


constitutes a long-term or a short-term capi- 


tal gain. Thus, 
that the 


cability of 


although there is no re- 


quirement personal representative 


hold for 


} : 
ota deceased oO any particu- 


period the Xercise 
restricted 
stock to 


months, the 


denies the 
oss income as 
spre ad between 


fair market value 


I 
} 


ate of exercise Of the 


Additionally, it appears 
ly d the | 


ption plans are cdratte adequ 


provisions tor post mortem exercise 


drattsmen are untamiliar with 


$21 


option plans permit the 


cause the 


provisions of Section d)(6) of the Code 


Many 


options by the personal representative, 


exercise O 
heirs 


or legatees of the only tor a 


the 


optionees 
mis- 


72) 


three-month period, probably in 





taken belief that such provision is neces- 
sary to comply with the provisions of 
Section 42l(a) of the Code. Since there 
is no requirement in the Code respecting 
the exercise of options, save for the limi- 
tation of ten years imposed by Section 421 
(d)(1)(D) (or the five-year limitation im- 
posed by Section 421(d)(1)(C) on optionees 
who own or are regarded as owning stock 
than 10 per cent of the 
total combined voting power of all classes 
of stock of the optionor), there is no ap- 
parent reason, other than the nonavaila- 
bility of a deduction, for not permitting 
exercise during that entire period by the 
estate or 


possessing more 


legatees of deceased optionees. 


Alternatives to Post-Mortem Exercise 


There appear to he two possible alter- 
natives to the post-mortem exercise of a 
restricted stock option: permitting the op- 
tion to expire by its own terms; and selling 
the option, assuming that such sale is not 
prohibited by the terms c the option itself. 
Inasmuch as the proprie.y or impropriety 
of the investment of estate funds and the 
conservation of estate assets is largely, if 
not wholly, a matter of state law, it will be 
assumed for purposes of this analysis that 
the exercise of a stock option would be an 
appropriate course of action for a fiduciary, 
or that the will of the decedent expressly 
conferred such power upon his executor. 


If the personal representative of the dece- 
dent, or the person who acquired the right 
to exercise the option by reason of the death 
of the decedent, failed to exercise a restricted 
stock option, there appears to be an eco- 
nomic loss to the estate. The holder of the 
option had a valuable right which ceased 
to exist by reason of its own terms; that 
should reasonably give rise to the recogni- 


tion of a loss for income tax purposes. 


Section 1234 of the Code provides, inter 
alia, that a loss arising from the failure to 
exercise an option is a capital loss if the 
asset which could have been acquired by 
the exercise of the option would have been 
a capital asset in the hands of the optionee. 


Regulations Section 1.1234-1(b)_ indi- 
cates that if the holder of an option incurs 
a loss on his failure to exercise the option, 
the option is deemed to have been sold or 
exchanged on the date on which it expired. 
Thus, applying the usual rules regarding 
loss from the sale or exchange of a capital 
asset, the failure to exercise an option which 
has been held for more than six months 
gives rise to a long-term capital loss. 
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Consequently, if the executor or admin- 
istrator of a deceased optionee (or any per- 
son who acquired the right to exercise the 
option by reason of the death of the op- 
tionee) fails to exercise the option before 
its expiration date, that person will recog- 
nize a capital loss on the date on which the 
option expires. The nature of the loss as a 
long-term or a short-term capital loss will 
depend on the length of time during which 
the option had been held since the date 
of the death of the optionee. The amount 
of the loss would be the difference between 
the value of the option on the date of death 
of the optionee (which is probably the basis 
of the option in the hands of the estate, 
legatee) and zero, which is the 
value of the option after it has expired. The 
nonexercise of a restricted stock 
which passed into the estate of the decedent 
on his death would be indicated if the value 
of the option had decreased substantially 
after the death of the optionee. 


heirs or 


option 


If the executor or administrator of a 
deceased optionee did not regard it as justi- 
fiable to permit the option to expire, and if 
he did not feel it appropriate to exercise 
the option or distribute it to legatees of the 
decedent, the personal representative of the 
decedent would be well advised to sell 
the option. This situation could arise if the 
option was soon due to expire and there had 
been an appreciation in its value since the 
death of the optionee so that the capital loss 
which would be available in the event the 
option was not exercised would be small in 
comparison to the value of the option. It 
would also be likely to occur in a situation 
where there were insufficient liquid assets 
in the estate with which to exercise the option, 
and the executor did not feel it appropriate 
to commence distribution of estate property. 


The first hurdle which would have to be 
overcome in this situation would be the 
terms of the option. Since the 
merely an offer for the sale of stock by the 
corporate grantor, the terms of that offer 
would control its salability. Normally, re 
stricted stock options contain no provisions 
restricting their transfer, except those which 
are necessary to comply with the require 
ments of Section 421(d) of the Code, re- 
specting nontransferability by the optionee 


option is 


and nonexercisability during the optionee’s 
lifetime except by him. If the option’s terms 
did not bar the sale of the option by a per- 
son who received it by reason of the death 
of the optionee, there would seem to be no 
reason why that option could not be the 


subject of a sale by such person. It is con 
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the 
exercise so 


ceivable, however, that terms of the 
option might limit its that it 
could only be exercised by the optionee and 
by no one after his death; such options, of 
course, would be valueless after the death of 
the optionee and will not be further con- 
sidered here. 

The Service has expressed the position 
that the surrender of a stock option to the 
optionor by the estate of a deceased optionee 
results in the proceeds of the 
treated as income in respect of a decedent 
and includable in its entirety in the gross 
income of the estate as compensation.” That 
ruling was predicated upon the Service’s 
pre-1950 position regarding the tax conse- 
quences of stock options and held that the 
restricted stock option provisions of the Code 
do not apply to 
options are transferred by the optionee or 
by his estate. It appears highly questionable 
whether position would be 
sustained judicially, since it is at least argu- 
able that in enacting the restricted stock 
option provisions of the Code, Co.ugress 
intended to tax the gain resulting from those 
as provided in Section 421. 
The Congressional judgment that options 
which comply with the definition of re- 
stricted stock options are not compensatory, 


sale being 


those cases where the 


the Service's 


options only 


but only designed to provide and encourage 
incentive in employees, weakens the Serv- 
ice’s holding that any gain on the 
ordinary income in 


nature of compensation to the employee. 


sale of 
the 


such options is 


In view of the Service’s position with 
respect to the sale of restricted stock op- 
tions, it is highly questionable whether the 
executor or administrator of a deceased 
optionee would be well advised to attempt 
to sell an option coming into the 
unless he was prepared to litigate the view 
which the Service taken or unless he 
was ready to include in the gross income of 


estate, 
has 


the estate, as income in respect of a dece- 
dent, the value of the option thus disposed of 


Basis Problems of Options 


Assuming that a restricted stock option 
was capable of being sold by the optionee 
to whom it was granted, his gain on the 
would be the difference between the 
proceeds of the sale and the optionee’s 
the option. The normal 
Section 1011 for determining basis in such 
a situation is that the basis of 
its cost with certain here irrelevant adjust- 


sale 
basis in rule of 
property 1s 


7 Rev. Rul. 196, 1953-2 CB 178 
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ments. Inasmuch as the optionee of a re- 
stricted stock option has incurred no cost 
in acquiring the option, it follows that his 
basis therein would be zero. 


In the case of a restricted stock option 
which has passed to the estate, 
legatee of an optionee, the question of the 
basis of the option becomes of much greater 
significance than it is when the option is 
held by the optionee. 


heirs or 


Section 2033 of the Internal Reve .ue Code 
of 1954 requires the inclusion in the gross 
estate of a decedent of all property in which 
he had an interest at the time of his death. 
Regulations Section 20.2033-1 indicates that 
his provision of law requires the inclusion 
in the gross estate of the decedent of the 
value of all property beneficially owned by 
the decedent at the time of his death, 
whether real or personal, tangible or intan- 
gible, wherever situated, excluding only real 
property situated outside the United States. 
Thus, if the optionee of a restricted stock 
option died possessed of such an option, it 
appears mandatory for the executor to in- 
clude the value of such option in the gross 
estate. 

Section 1014(a) that property, 
which passes to an individual by reason of 
death and which has been included in the 
gross estate of a decedent, receives a stepped-up 
basis for income tax purposes. The new 
basis to the heir or legatee reflects the fair 
market value of the property on the date of 
the decedent’s death, or on the optional 
valuation date one year subsequent to his 
death. 


provides 


One of the exceptions to this general rule, 
however, was made in the case of restricted 
stock options, which were denied a stepped- 
up basis on the death of the optionee by 
Section 1014(d). The Ways and Means 
Committee report on the 1954 Code indi- 
cated the rationale for this exception as 
follows: 


“The only exceptions to this general rule 
are income in respect of a decedent, includ- 
ing unexercised restricted stock options 
Under the 
reported for purposes by 


when 
income-tax 


that provision income is 
the 
estate or beneficiary, a deduction is allowed 
for any estate tax attributable to the values 
included in the decedent's gross estate. This 


is a substitute for the new basis at death.” ® 


The committee report’s reference to the 


deduction for the estate tax attributable to 


8H. Rept. 1337, 83d Cong., 2d Sess. p. 79. 


Identical language is found in S. 83d 


Cong., 2d Sess., p. 107 


Rept. 1622, 
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the Tax Court of the United 
States is not lawfully privileged to 
disregard and refuse to follow, as 
the settled law of the circuit, 
an opinion of the court of appeals 
for that circuit. If the tax court 
is not bound on questions of law by 
decisions of the appropriate 
circuit having jurisdiction, why 
should any jurisdiction be 
vested in circuit courts of appeals 
to review decisions of the 
tax court?—Stacey Manufacturing 
Company v. Commissioner, 56-2 USTC 
7 10,008, 237 F. (2d) 605 (CA-6). 


the 


estate 


inclusion of the 


remove 


options in the 


doubt 


gross 
should 
includability Che provision 
of law to which reference is made is Section 
421(d)(6)(B) of the 1954 Code which pro 
vides, that an 
to the 
to his heir, legatee or 
the right to 


eason of the 


any as to the 


if those options 


substance, 


allowable 


In income tax 


deduction 


is estate of a 


decease d optionee, o1 
othe 
the 

death, if any 


cludk d 


person acquiring exercise 


option by 1 employee's 
required to be 


ot the 


amount is in 


in the gross mcome estate 
rt 
Section 421(b) (relating to options in which 


pet 


or such othe beneficiary on account ¢ 


between 85 and 95 
of the value of the the date 
ot grant). The deduction allowable under 
Section 421(d)(6)(B) does not apply to any 


amount required to 


the option price 1s 


cent stock on 


be included in the gross 
estate or 
the 
of which is 95 per cent or more of the fair 
market of the the date of 
grant, or amount which would have 


the optionee because of an increas 
in value of an option, the option price 


value stock on 
to any 
been treated as a capital gain in the case of 
an option having an option price of between 
85 and 95 per cent of fair market value on 
the date of grant. Clearly the deduction to 
which the committee report alludes is a poor 
stepped-up basis the 
hands of the estate or bene 


substitute for a for 


option in 


the 
t 


he optionee. 


ficiaries of 


It should be equally clear that this results 
in a decidedly different treatment of a re 
stricted stock option which is exercised by 
the optionee himself prior to his death, and 
the option by the 


beneficiaries of a deceased optionee. 


estate or 


In the 


the exercise ot 


* Report of the Committee on Finance, United 
States Senate, to Accompany H. R. 9035, 85th 
Cong., 2d Sess., S. Rept. 1183, p. 4. 
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first case, the value of the stock acquired by 
the exercise of the option is included in the 
gross estate of the optionee, and thereafter 
receives a stepped-up basis in the hands of 
the heirs or legatees of the optionee. In the 
second case, the value of the option is in- 
cluded in the gross estate of the optionee, 
but the heirs who ultimately 
succeed to the option receive the option at 


or legatees 


a zero basis. 
To 


tion, 


this 
85-320, 


ameliorate unjustifiable distine- 
Pub. L Kighty-fifth Congress, 
Second Session, was enacted in February, 1958, 
1014(d) of the Code and 
make the general rule of Section 1014(a) of 
the Code applicable to restricted stock options 


to repeal Section 


which passed unexercis¢ d to the estate, heirs 
or legatees of deceased optionees. Addi- 
tionally, Pub. L. 85-320 added a new sub 
paragraph to Section 421(d)(6) prescribing 
certain rules the 
such restricted stock options. 


for establishing basis of 
of Section 


ot 


the 
general provisions 


By 1014(d), the 
1014(a) 


made applicable to restricted stock options 


repeal 
Section are 
to provide a stepped-up basis for any option 
which is required to be included in the gross 
estate of 
31, 1956. 
receive a 
market value on 
death, or on 

one year later. 


Section 421(d)(6)(C), 
to the Code by Pub, L 
as a general rule the basis of stock acquired 
by the post-mortem exercise of a restricted 
stock option will include the of the 
option plus the money or 
given 


dying December 


1 
| 


Theret« re, al 
new 


a decedent atter 


such options will 
basis reflecting their 
the date of the 


the alternative valuation 


tall 
optionec s 
date 


which was added 


85-320, provides that 


basis 
other 

the 

he 


or loss 


property 
stock 


stock’s 


in consideration for when 


the option is exercised basis 
tor gain sale, how 
ever, is reduced by any excess of the amount 


which would have been taxable to the op 


determining on 


tionee as ordinary income (in the case of 
85 to 95 per cent options) had he exercised 
the option, over the amount which was taxed 
as ordinary income to the person who ulti 
mately exercised the option 
included in the statute to the 
treatment of the option whether 
it is exercised before or after the emplove e's 
death.” 


Chis provision 
was insure 


Same tax 


The committee report illustrates the func 
tioning of the above provision with an ex 


ample which is summarized by the following 
table: 
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If the option had been exercised after 


Option price 

Market value on date of grant 
Market value of date of death 
Basis of option 

Basis of stock acquired 
Sales price of stock 


Amount taxed as ordinary income 5 


Reduced basis of stock 


(d)(6)(C) (i) 
Capital loss on sale 


per 


If the option had been exercised before 


income 
Caputal loss: 


Ordinary 


Thus the same result is achieved whether 


t 


the option 1s exer¢ ised before or after death 


of the 


optionee, 


Public 


modification of 


Law 85-320 also provide Ss tor 
the 


the final sentence of Section 


embodied 
$21(b) 1 


basis 


usual rule in 


egard 
ing the 


Q inclusion in the stock 


ot any by 


(which 


amount required section 
relates 


R5 


» options having an option 
the 
included 
$21(d)(6)(C) (ii), 
on 421(b) only 


amount required to be 


te 
Q5 


of 


value of 


price to cent of fair market 


In TOSS 


section 


nly ‘ 
apphes to 


hasis 
prevents the stock 


gross income exceeds the 

his rule 

receiving a double stepped-up basis if 
amount was ~d included in gross 


$21(b) 


requir 


nl 


Decline in Value 
of Stock Options 


attempting to pass judgment 


rthe uate the 


r eva logic of Cong 
ress in providing tavorable income tax treat 
the 
stricted 


proceed 


ment for gain resulting trom the exercise 


stock options, it seems not 


to consider the major 
upon which 
based. The 


mittec tie 


this policy decision was 
Means Com 


before the 


various Ways and 
hearings 
the 


debates 


arings, the 


Senate Finance ¢ 


ts 


ommittee, prolix com 
in botl 


that the re 


mittec re 
Houses 


tricted stock 


por and the 


ot Congress indicate 


option concept is based upon 


the premise that by 
1 bp} \ 
CMPlOver 


providing a corporat 


with a proprietary interest in his et 


ployer’s 


business, at a bargain 


price, the 
will have greater 
efforts to 


of his employer's stock, 


employee incentive to exert 
the 


a fortiori, 


maximum value 


his increase 


and the 


value of his own option to buy that stock 
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death and 


the stock was sold: 
$ 85 
100 
120 
35 
120 
90 
($90 $85) 
Section 421 
110 


0 


($120 - 
($110 


[$100 
- $90) 


$90 |) 


death and the stock was sold: 
1; 
3( 


It has been Congressionally 


; 


this concept provides a valid 


tinguishing the tax treatment 
stock 7 accorded 


methods of compensating employees 


options trom that 


It thus appears 


intent Was to 


ment those 
stock options wl increased in 
value due irk and labor 


; ’ 1 ‘ 
% the ontion ( } rf las 
t iit } i a 


emploves 


aoa 
conciusion 


Pp 


1 


ovet 


omic gain 


¢ increased 


lie above 
isideration the 
af 


arnestly 


his empl yer, 


Economic Background 


One need Oniy 


, } 
he daily 


1 
+] 


Che 


« decline 


following table might better illustrate 
tl in value of selected common 
May 


stocks during the 


1, 1957 


recent months tre 


April 1, 1958 


ym 
. through 
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5/1 6/3 
Chrysler 78 75 
General Motors 43 43 
Olin Mathieson 48 56 
Republic Steel 54 54 
Standard Oil of New 
Jersey 
Union Carbide 


oo 
™~ 


uum 
Aun = 


Corporation 


61 65 
115 118 


67 


119 121 


Even if one is not a market analyst, it 
should be obvious that there has been a 
considerable decline in the value of each 
of the above securities.” 


Each of the securities considered above 
declined in value by more than 15 per cent 
during the period from May 1, 1957, until 
April 1, 1958. If any of the corporations 
involved had issued restricted stock options 
to its employees on May 1, 1957, the price 
of such options would, by definition, have 
been required to be not less than 85 per 
cent of the fair market value of the stock 
on that date, and hence all such options 
would be valueless on April 1, 1958." It 
is not within the personal knowledge of the 
writer whether any or all of the above- 
considered corporations have employee stock 
options outstanding, but for purposes of 
illustration it will be assumed that the de- 
cline in market values reflected by securities 
of these corporations is representative of 
declines in the value of stock of corpora- 
tions which have unexercised restricted 
stock options in the hands of executives or 
key employees Suc! optionor corporati ns 
and their management groups, generally 
comprising the majority of the optionees, 
must adopt one of three possible courses of 
action with respect to the decline in the 
value of the outstanding options: They 
must do nothing; they must reduce the 
option price of the old options; or they must 
grant new options. 


Do-Nothing Approach 


It would seem that the adoption of the 
do-nothing approach by the corporate em- 
ployer would defeat the avowed purpose 
of the restricted stock option provisions of 
the law: to increase the employees’ contri- 
butions to the success of their employers. 
If the optionees realize that their oppor- 
tunity to profit from their labors is not 
solely contingent upon their labors, it can 
be strenuously contended that the options 


9/3 10/1 11/1 12/2 1/2 3/3 
78 #74 69 67 54 51 
43 40 38 35 34 35 34 
50 44 39 42 39 37 
53 48 46 43 41 42 


49 
89 


6+ ~. oo ol 
106 95 


111 06 95 


will lose their attractiveness as incentive 
devices. This, of course, is a fairly naive 
approach to the purposes of stock options. 

A more sophisticated, if not cynical, view 
was expressed by Dean Griswold of Har- 
vard, whose thesis it is that when taxes are 
high, it is important that they be fair and 
nondiscriminatory, rather than riddled with 
loopholes and special privileges. In 1950, 
the dean wrote: 

“What about stock options? Is 
there any decent justification for the hand- 
outs which are reportedly about to be given 
to a special class of taxpayers in these 
matters?” ® 


Even if we view stock options as tax 
handouts to a privileged few, the adoption 
of the do-nothing approach would 
only to deprive those privileged few of 
their anticipated compensation at capital 
gains rates. It is probable that most cor- 
porations would not adopt the do-nothing 
approach if they had any other reasonable 
alternative solution to the problem pre- 
sented by the devaluation of the options. 


serve 


Price-Reduction Approach 


Upon initital consideration, it would ap- 
pear that the most effective method of 
compensating for the decline in value of the 
options would be to revalue the 
options based upon the reduced fair market 
value of the stock on the date of revalu 
ation. Regrettably for the optionees, Con- 
gress has never been so enamored of stock 
options that it would permit such a blatant 
attempt to insure the optionees against 
all cases of the devaluation of 
stock subject to restricted stock options 


original 


losses in 


The original unenacted stock option pro- 
visions of the Revenue Act of 1948 
tained a limitation on restricted options 
which required them to be exercisable only 
within ten years from the date of grant of 
the options. This provision was explained 


con 





# Values were computed by rounding off to 
the closest whole dollar the closing prices for 
each security as quoted for the date indicated 
in the Wall Street Journal for the date of publi- 
cation next suceeding the date of the quotation. 
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October, 1958 @ 


*. 1954 Code Sec. 421(d)(1)(A) (i). 

“ Griswold, ‘‘The Blessings of Taxation,’’ 36 
American Bar Association Journal 999, 1057 
(1950). 
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by the committee report as an attempt to 
prevent the exercise of the options over a 
period of such duration that the optionee 
would be almost certain to benefit, even 
though there had been no increase in the 
value of the stock by reason of his efforts. 
The report continued by stating that an 
option could be modified or extended at any 
time, but in such event, the spread between 
the option price and the fair market value 
at the time of such renewal or modification, 
or at the time of the granting, 
whichever was higher, used to 
determine whether the employee would re- 
ceive preferred treatment on this portion of 
Congressman Knutson stated 
that this provision, among others, was such 


original 
would be 


. = 
his gain.” 


a severe restriction upon the application of 
stock option formula that it 
a real safeguard against the 


the restricted 
would provide 
misuse of the tax benefits provided by the 
stock option provisions.“ 

For one reason or another, when Section 
130A of the 1939 Code enacted into 
law by the Revenue Act of 1950, it 
not felt necessary to provide quite as many 


Was 
Was 


real safeguards against the misuse of the 
benefits of restricted stock options as 
suggested by Mr. Knutson; there 
provision requiring exercise within ten years 
from the date oft although Section 
130A(e) did provide rules regarding the 


modification, 


were 
was no 


grant, 
extension or renewal of re- 


stricted stock options, 


130A did not define the term 
modification, but Regulations 111, Section 
29.130A-4, prescribed that any 
change in the terms of an option would con 
modification Examples 


regulations of what would 


Section 
material 
stitute a thereot 
given by the 
material changes in the terms or 


constitute 


conditions of an option included a change 


kind 


1 
-} 
I 


In Option price, a change In the 


shares subject to option, a change 


issuance of stock under the 
an acceleration or postponement of tl 
It should be observed that 


the option’s terms or 


time ot 
and 
date of exercise 
any material change in 
conditions constituted a modification, whether 
or not any benefits accrued to the optionee 


as a consequence thereol. 


$2?1(e) of the Code 
modification as change in the 
with certain minor ex- 


1954 


any 


Section rede 
fined a 
terms of an option, 
ceptions, which gave the optionee additional 
benefits under the option. Additionally, 
Section 421(d)(1)(D) required that an op- 
tion must, by 
than ten years after the date of grant, re- 


its terms, expire not more 


*H. Rept. 2087, 80th Cong., 2d Sess., p. 6 
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If a nation expects to be ignorant 
and free, it expects what 

never was and never will be. 
—tThomas Jefferson. 


turning to Congressman Knutson’s real 


safeguards. 


Inasmuch as Congress has pre- 
cisely defined the meaning to be attributed 
to the term “modification,” little 
remaining room for ambiguity in its inter- 
pretation. It probably means that any 
change in the terms of the option will con- 
stitute a modification if, as a result of the 
change, any benefits accrue to the optionee 
which 


now so 


there is 


were not available to 
original option It would 
somewhat unreasonable 
the statutory 


him in the 
seem to be a 
interpretation of 
language to 
terms ot the 


assert that a 
option, which 
imposed additional liabilities on the optionee 


change in the 


as well as benefits, would not constitute a 


modification, because that interpretation 


ie benefits and 


would require a netting of t 


and the 


making of a 
benefit 
or net burden It is submitted that it would 
impossible to a benefit 
against a detri- 


and con- 


burdens of any chang« 


letermination tl there was a net 


be relatively balance 
conterred upon an optiones 
imposed on him, 


clusion as to whether he had been benefited 


ment reach a 


or burdened by the el If such a con- 


lange, 
struction were placed o hat pre 


vision, the 


mmission 


riment 
number 
hares su t Oo option, then det 
mine whet 
had 
ptionec It wouk 


task if 


be en be nehei 

obviously 
impossible iginally 
mitted tl 


ie 
cent of the 


per- 
20 per 
first 
1 then 
with the 


to exercise only 


each year for the 
hive years ot tl lit nf the 


+} 


option, an 


se re withdrawn 


taneous increase im 
removal of the 


Or benefit to the op 


imposition of a simul 


option price Clearly, the 


restrictions would be 


tionee, and equally clearly, the increase in 


yption price would be a detriment to him, 


but who is to say which outweighs the other, 
would 


much Che better view 


to be that any 


and by how 
appear change in the terms 
of an option, which confers any additional 
benefit on the optionee, constitutes a modi- 
fication of that regardless of 


option, any 


“94 Congressional Record 3893A 





accompanying changes which may be detri- 
mental to the optionee. This view would 
seem to be wholly consistent with the 
Congressional intent which, as manifested 
in the Senate Finance Committee report, 
indicated that change in the option 
which improved the position of the employee 
under the option would constitute a modi- 
fication.” 


any 


It should be noted that both the Code and 
regulations address themselves to changes 
in the terms of ai: option which give the 
optionee additionai benefits It appears 
that any action by the optionor, 
which accorded the optionee additional bene- 
fits under the option, would not constitute 
a modification if no change was made in 
the terms of the original option. 


obyv rT us 


embodied a 
more 


If an prohibition 
against the than 20 per 
cent each year, it is clear that a change in 
the terms of the option to permit the op- 
tionee to exercise the entire option iminedi- 
ately would constitute a change in the terms 
of the option, which would confer additional 
benefits on the optionee; that would clearly 
be a modification of the option. If, how- 
ever, the option as originally granted im- 
posed the type of limitation, but 
provided for the lifting of that restriction if 
the optionor desired to waive it, it would 
appear that the optionor’s subsequent waiver 
of that limitation, although conferring ad- 
ditional benefits on the optionee, would not 
constitute a change in the terms of the 
option, so that there would be no modifica- 
tion. It is at least arguable, and probably 
sustainable, that if the originally 
provided for the lifting of the restrictions, 
then such lifting would not be a change in 
the terms of the option, but rather the 
exercise of discretion by the optionor which 
was provided for in the original terms of 
the option. It would seem dithcult for the 
Commissioner to contend that 
the exercise of a prerogative originally pro- 
vided for in the option constituted a change 
of that option 


opti mn 
exercise of 


same 


option 


successfully 


initially 
pers mal 


Similarly, if the option did not 


provide for its exercise by the 

4S. Rept. 1622, 83d Cong., 2d Sess., p. 61. 
Although the committee report makes no fur- 
ther explanation of this change in the law or 
of the rationale responsible for it, it should be 
noted that substantially similar language is 
found in H Rept. 1337, 83d Cong., 2d Sess., 
p. 47. The underlying rationale of this change 
in the statute may only be speculated upon, 
but it is undoubtedly based, at least in part, 
upon the statement of the American Institute 
of Accountants, at p. 429, Hearings Before the 
Committee on Ways and Means, House of Repre- 
sentatives, 83d Cong., Ist Sess. That statement 
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observed that the provisions of Sec 
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In the critical years that face us, 
years in which the destiny 

of the world will be shaped 

for decades to come, | believe our 
success or failure will 

be determined in the realm of 
ideas.—Richard M. Nixon. 


representative of a deceased optionee, a 
change in the terms of the option to permit 
such exercise would confer additional bene- 
fits on the optionee and would constitute a 
modification. However, if the option pro- 
vided that the personal representative of a 
deceased optionee could exercise the option 
only with the consent of the optionor, the 
giving of such would have been 
provided for in the option and would not 
constitute a change in that option when it 
was given. 


consent 


The rationale supporting this analysis is 
contingent upon the view that the option as 
originally granted provided for the 
of limitations, so that the waiver involved 
no change in the terms of the option. Thus, 
if the optionor provided for the waiver of 
the employment requirements of Section 
421(a) of the Code, or the waiver of any 
other requirements of a restricted stock 
option as enumerated in Section 421(d)(1) 
of the Code, the application of the above 
rationale would require reaching the con 
clusion that the options as originally granted 
provided for the waiver of those statutory 
requirements, and hence ab iitio the options 
would fail to qualify as restricted 


Waive! 


The Code does not define the terms “re 
newal” and “extension,” but Regulations 
Section 1.421-4(c)(3) provides the Commis 
sioner’s interpretation of them. That sec 
tion defines the extension of an option 
the granting of an period of 
time, beyond that originally provided in the 
option, within which the optionee may exer 
cise the option. A renewal is defined as the 
granting of the same rights and privileges 
contained in the original option, on the same 
terms and conditions 


additional 


130A(e) of 
the 1939 Code were enacted to prohibit the down 
ward adjustment of the option price or a pos- 
sible revision of the dates of exercise; however, 
it appeared necessary to permit some changes 
in the option plans for purposes of clarification 
and practical operation That statement con 
cluded with the recommendation that the modi 
fication provisions should relate only to those 
changes in a restricted stock option which made 
the option or option plan more favorable to the 
employee-optionee 
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with the inter- 
pretations some courts have placed on those 
terms. It has been held that the renewal 
of a lease creates a new and distinct ten- 
ancy, and that an extension merely stretches 
prior term.” Similarly, it has been 
held that the renewal of a lease implies the 
giving of a new lease upon the same terms 


These definitions square 


out a 


as the old lease, while an extension con 
templates a continuance of the old lease tor 
a further period.” 

Not all courts have accepted such a dis 
tinction between the two terms, however, 
and many courts have held the two to be 
synonymous.” It is improbable that any 
court would ever be faced with the problem 
of distinguishing between an extension 01 
a renewal of a stock option be 
either one of the two would have the 
consequences to the 


restricted 
cause 
and 


Same optionee, 


hence it is dithcult to envision a situation 
where a distinction between the two would 


have to be drawn 


It is at least arguable that the addition of 


the words “extension or renewal” to the 


provisions regarding modifications serves 
boiler plate 
granted to 
the optionee is regarded as consisting solely 
of the offer 
attempt to 


which the 


no usetul and is only 


If the 


purpose 


option which is initially 


his emplover,” 
t 


the period 


to buy stock in 


then any lengthen 


during option is exercisable 


would appear to constitute a_ beneficial 


terms of the 
constitute a 


change in the original 


son 
option 


and, hence, would also modi 


hcation 


Therefore, returning | problem 


the corporation which rested 


Im re 
valuing the outstanding options of its execu 


tives and key employees, any attempt t 


reduce the options al 


option price of the 
] 
| 


ready granted would necessarily involve 


lange in the terms of the options, whicl 


would indisputably confer additional bene 


fits upon the optionees and, hence, would 


constitute a modification of the options. 


If the options originally granted 
when the market v: the 
S100 per share, 


$95, but 


stock was 


option price was 
subject to reduction to $85 in the 
sole discretion of the optionor, it is probable 
that such a reduction would not be modifi 
cation since it would not be a change but 
merely a benefit initially provided for in the 


option. If, however, the option provided 


for a reduction to $80 per share, the entire 


“ Burroughs v. Ben’s Auto Park, 27 Cal. (2d) 
449, 164 Pac. (2d) 897 (1945) 

" Mutual Paper Company v. Hoaque-Sprague 
Corporation, 296 Mass. 294, 8 N. E. (2d) 802 
(1939) 
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option would have failed to comply with the 
Section 421(d)(1)(A) of 
the Code and, hence, would never have been 


requirements of 


a restricted stock option 


Omitting from further consideration those 
situations where the itself contains 
a price reduction reduction in 
option price would constitute a modification of 
Section 421(e)(1)(A) 


treats any modification (or extension or re- 


option 
clause, any 


the initial option 


newal) of an option as the grant of a new 
option, option must, 
tially, be tested as a restricted stock option 
by the application of the 


421(d)(1). 


section 


which new inferen- 


criteria of Section 


$21(d)(1)(A)(1) requires that in 
order to constitute a restricted stock option, 


the option price must be at least 85 per cent 
stock subject 
date t er l section 


1 


market value of the 
to option, on the 
421(e)(1)(B), in 

of a modification, 
1 


poses ol determining ther a 


ot the tan 


utlining the consequences 

provides pur 
modified 
restricted 


requirements of a 


yption meets the 
stock option, the fait value of the 
ification shall be 


to be the highest value of the fai 


market 
stock on the date of m« 
leemed 


f modification, 


ny intervening 
even assuming the 
er respects l 
$21(d)(1), 1 the option 
least &5 per cent 
market values 
late 


a 


Visiol oO he ab ve 
t Section 421(e)(1)(B 


” assumed 


Date 
Marke t 


modification 


value 


Modified option price S 79 per share 
* Womble v. Walker, 181 
(1944) Haddad wv 
Credit Association, 212 S. W 
” Regs. Sec. 1.421-1(a)(1) 


Tenn. 246, 181 S. W 
Tuler Production 
(2d) 1006 (1948) 


(2d) 5 
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Case 2 
October 1, 1957 
date of 
$ 40 per share 


Date of grant 
Market 
grant 
Option 
grant 


value on 


date of 
$ 36 per share 


April 1, 1958 

date of 
$ 35 per share 
$ 34 per share 

In both of the above hypothetical cases, 
the stock subject to the options declined in 
value to a point where the options were of 
no present value inasmuch as the option 
prices were above the then fair market value 
of the stock. In Case 1 the modified option 
must be tested against the higher of the 
market values on the date of grant or on 
the date of the modification in order to see 
if it meets the 85 per cent requirements of 
Section 421(d)(1)(A)(i). Inasmuch as the 
higher fair market value is $121, the modi- 
fied option will not qualify as restricted 
since the option price is less than $102.85, 
or 85 per cent of the fair market value of 
the stock subject to option on the date of 
grant. 


price on 


Date of modification 
Market value on 
modification 


Modified option price 


In Case 2 the modified option is similarly 
tested against the two market values, but 
because the higher market value is $40 per 
share, the modified option will qualify as 
restricted, since the modified option price is 
$34 per per cent of the fair 
market value of the stock on the date of 
grant, and 97 per cent of the fair market 
value on the date of modification 

Section 421(e)(1)(B) of the Code 
provides a special rule to be applied if the 
aggregate of the monthly fair market values 
of the stock subje ct to the option for the 
12 consecutive months before the date of 
the modification, divided by 12, is less than 
80 per cent of the fair market value of the 
date of grant, or on the date 
intervening modification. In this 
event, the modification is still considered 
to be the grant of a new option, but only the 
fair market value on the date of modifica 
tion is considered in determining whether 
the modified option complies with the re- 
quirements of Section 421(d)(1) of the 
Code. If the other requirements of Section 
421(d)(1) are met, and if the modified op- 
tion price is not less than 85 per cent of 
the fair market value of the stock subject 
to option on the date of grant, the modified 
options will qualify as restricted, despite 
the general rule of Section 421(e)(1)(B). 


share, or 85 


also 


stock on the 
of any 


%S. Rept. 1622, 83d Cong., 2d Sess., p. 296. 
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Since they are regarded as new options, 
these options will be subject to new two- 
year and six-month holding periods to 
comply with the requirements of Section 
421(a). 

The special rule of Section 421(e)(1)(B) 
was provided in the 1954 Code for the first 
time and was explained in less than lucid 
terms by the Senate committee report which 
suggested that the rule was adopted because 
the application of the general rule of Section 
421(e)(1)(B) worked a hardship in the case 
of stock options which had declined in 
value, and the special rule would prevent 
such hardship when 
where the option price after a modification 
... had to be higher than the market value 
of the stock in order to qualify [the new 
options] as restricted stock options.”™ It 
seems clear that the great Congressional 
heart bled for the unfortunate 
whose options had declined in value, but 
only if the options had a prolonged, per- 
ceptible decline because: “Your committee 
.. . believes that employees should not be 
permitted to take advantage of temporary 
price declines to obtain a more favorable 
option.” ™ 


“situations developed 


opt if ynees 


At the risk of destroying whatever senti- 
ment the foregoing may 
evoke in the heart of the reader, it is felt 
necessary to point up the ludicrous incon- 
gruity of the present state of the law: If an 
option declines in value to a point of worth- 
option may not be modified 
revalued unless the decline in 


deathless prose 


lessness, the 
and thereby 
the value of the option was occasioned by 
a decline of more than 20 per cent in the 
value of the stock subject to that option. A 
delightful example of the modus operandi 
of this special rule was provided in a recent 
copyrighted column appearing in the Wash 
ington Post and Times Herald 

“Stockholders of the Aluminum Company 
of America, who suffered the humiliation of 
watching their stock drop from more than 
$120 a share to less than $70 in the last two 
years, may have read with mixed emotions 
the decisions of the corporation's top execu- 
themselves and 300 
similar 


tives to some 
other 


indignity. 


spare 
officers and employees a 

“A fairy godmother stock option com 
mittee, highest-paid 
directors and officers, voted to cancel op- 
tions on 193,000 shares of Alcoa stock at 
$117.25 and to re-issue options share for 
share at $68.50. This put all optionees (a) 
even with the current price of Aluminum 


consisting of the six 


81S, Rept. 1622, 83d Cong., 2d Sess., p. 61. 
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stock and (b) 4834 points up on the patient 
stockholders who held their shares without 
benefit of a fairy godmother committee to 
bail them out of their investment venture.” 7 

Regrettably for optionees, this device is 
available only if the average monthly values 
of the stock (computed in the case of listed 
securities by adding the highest and lowest 
quoted selling prices during the month and 
dividing by two) for 12 months is less than 
80 per cent of the fair market value of the 
stock on the date of grant. 

It thus appears that it would be some- 
what difficult, although certainly not im- 
possible, for a corporation to reduce the 
option price of the stock options it may 
have outstanding. 


New-Option Approach 


A corporation with a reasonably astute 
tax counsel might attempt ploy 
which is, in reality, only a variation of the 
price-reduction approach to revaluing de 
valued options lhe ploy [ 
termination of the 
with the 
new options having a reduced option price 
This approach to the problem is usually 
misconceived belief that it 
modification of the 
original option, because it involves the ter- 
mination of the and the 
thus, it 


another 


consists of the 
outstand 


Zranting ot 


simultaneous 
ing options coupled 


adopted in the 
will not constitute a 


original 
wholly 


obviating the 


option 


issuance ota new option, 


Is hoped, 
value of the 


reference to the 


market stock on the date of 


initial grant 


Such an approach does not constitute 


because 


renewal o e original option 


does not involve the granting of the same 


rights under the same terms and conditions 
Clearly the 


the terms and condit 


reduction in option price varies 


ions of the new option 


Such an ; roach does not constitute an 


extension of inal option because it 


does not merely grant the optionee a longer 
period 
option 

It would be 


the Commissioner, if 


in wl h to exercise his origu il 


completely reasonable for 
faced with this crude 
ploy, to argue with considerable merit that 
neither the Code nor the regulations draws 
any distinction between changing the terms 
of an option by amending the original op 
tion or by substituting for the original op 
tion another, substantially similar, option, 
the only variant in which is a reduced op 
The effect of both courses of 


tion price. 


® Livingston, ‘‘Business Outlook,’’ Washing- 


ton Post and Times Herald, April 4, 1958, p. A17. 
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action is identical: The terms of the original 
option are beneficially changed and, in the 
language of the Code, that is a modification. 

A refinement on the foregoing ploy, which 
would cause the Commissioner considerably 
more difficulty, is the situation which is 
presented when the market value has de- 
clined to a point below the option price, but 
the decline has not been great enough or of 
sufficient duration to bring into play the 
application of the special rule of Section 
421(e)(1)(B). 


Assuming the following: 
Case 3 
Date of grant 
Market value on 
grant 
Option 
grant 


May 1, 1957 
date of 
$ 78 per share 
price on date of 
$ 67 per share 
(85% option) 
April 1, 1958 
date of 
$ 49 per share 
date rf 
$ 40 per share 


Date of second grant 

Market value on 
second grant 

Option price on 
second grant 
On April 1, 


original 


1958, the option price of the 


options is $18 above the then 


fair market value of the stock; it is wholly 


assume that 


unreasonable to 
would be demented en 
, 
| 


anv optionee 
ugh to exercise his 
original options, so t 


with impunity, 


at the optionor could, 
options to all 


former options 


grant new 
leaving the 
Clearly tl 


options 


the optionees, 
outstanding is is not a modifica- 
tion of the have 
it is merely the grant- 
addition 


the original 


which 


} 
origimal 


h 1. 


remained u-change: 


ing of new options, which are in 


ather than substitutes tor 

is. Thus, there is no modification, but 
optionees’ incentive has l 
Another 


new 


been retaine¢ 


Variation 1 the granting-of- 


options ploy consists of the termina- 


tion of the old options contemporaneously 


1 the granting 


l 
! ot new options which are 
different from the 
their ter 
will 


wit 
wholly old options in all 
most of ms and conditions. The 


Commissioner doubtless succeed in 


barring the substitution of a new, lower 


priced option for a substantially similar op 
tion with a higher option price by contend- 
ing that the substitution is no more than a 
change in the terms of the original option. 
However, this approach would be question 
able, at best, if the Commissioner attempted 
to assert that there was a substitution by 
reason of the issuance of new options and a 
termination of the original options, if the 


two options differed in option price, op- 








tionees, terms of exercise, date of expira- 
tion, restrictions on manner of 
exercise, method of payment for 
subject to option and so forth. 


exercise, 
shares 


There is no prohibition against an op- 
tionor issuing new options to the same op- 
tionee; what is circumscribed is the making 
of changes in the original options if addi- 
tional benefits thereby inure to the optionees. 
In this situation, it would seem clear that 
new and different options had replaced the 
original options, and since the Commis- 
attack would be leveled at new 
options which were substantially similar to 
the original options, it would probably fail 
in this case. This solution to the problem 
would probably be more effective and would 
clearly be less subject to attack as a modi- 


sioner’s 


fication if the original 
terminated simultaneously 


were not 
with the grant- 
ing of the new options; either the original 
options should be 


opti ms 


cancelled some time be- 
fore the issuance of the second options, or 
as would be more acceptable to the op- 
tionees, the original options should not be 
withdrawn until the elapse of some reason- 
able period of time after the granting of 
the new 
The 


tended to illustrate the problems which are 


opti ms, 


foregoing discussion has been in- 


attendant upon the issuance of restricted 


stock options in which the option price is 
a fixed amount, not less than 85 per cent 
value of the stock sub 


date of 


of the fair market 


ject to option on the grant 


Pre-1958 Variable Price Options 
When $21(d)(1)(A)Gi) of the 


Code was first enacted in 1954, it permitted 


Sc ction 
an employee's stock option to qualify as 
restricted if it complied with all other require 
Code Section 421(d)(1) 
option price was “fixed or determinable under 


ments of and the 


a formula in which the only variable is the 
value of the stock at any time during a period 
of 6 months which includes the time the option 
is exercised, the option price (computed as 
if the 
granted) is at least 85 


stock at the 


option had been exercised when 


pe rceent of the valuc 
of the time such option is 
granted.” 

This rather abstruse provision of an other 
wise highly esoteric statutory provision is best 
explained as follows: 

5} Summary of H. R. 8300, prepared by the 
Staff of the Joint Committee on Internal Reve- 
nue Taxation, Hearings Before the Committee 
on Finance, United States Senate, 83d Cong., 
2d Sess., on H. R. 8300, p. 39. 


732 October, 


1958 @ 


“A variable price option is an option in 
which the price to be paid by the employee 
for the stock is determined by reference to 
the market value of the stock, for example, 
an option permitting an employee to pur- 
chase stock at 85 percent of the value of 
the stock. The bill [H. R. 8300, 
Eighty-third Congress, Second Session] 
provides that these options are to qualify 
as restricted stock options if the option 
price is within 85 percent of the value of 
the stock at the time the option was granted, 
and the other qualifications of 
stock options are met.” * 


restricted 


The variable price option provisions were 
specifically included in Section 421 because 
it was questionable whether or not options 
in that form would otherwise qualify as 
restricted under the language of Section 
130A of the 1939 Code, which was believed 
to apply only to those options in which 
the option price was fixed in dollars and 
cents and date the 
option was exercised as it was on the date 
the option was granted.” 

The rationale which suggested for 


permitting such options to qualify as restricted 
| 


was the same on the 


Was 
is perhaps more humorous than illuminating 
“It is believed that price 
should be able to qualify as ‘restricted stock 
options’ 


variable options 


since they are widely used by 
corporations to encourage the interests of 
their employees in the their 


business.” © 


affairs of 


In effect, Congress admitting that 
there was some great question as to whether 
drafted permitted this ad 
ditional benefit to employees, but since the 
executives and 
found 


would specifically authorize their use 


Was 
the statute as 
otheers of 


optionors had 


these options desirable, Congress 


In attaining the desired result of permit 
ting variable options to qualify as re 


the House of 


stricted, 
Representatives provided in 
Section 421 that an 


restricted if, 


its version ot option 


would qualify as when the 


option was granted, the purchase price of 
the stock under the option was not fixed o1 
determinable, but the 
puted as if the 


at the time the 


option price, com 


option had been exercised 
option was granted, was at 
market 


cent of the then fair 


value of the stock subject to option 


least 85 pet 


This provision was partially rejected by 
the Senate because it was felt that it would 
1622 


1622, 


*S. Rept 
°S. Rept 


83d Cong., 2d Sess., p. 293 
83d Cong., 2d Sess. p. 59 
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permit the qualification of options in which 
the option 
lated earnings of the 
increased.” Instead of the House 
the Senate imposed the additional 
ment that the only variable quantity which 
permitted in the option 
formula was the value of the stock subject 
to option. 


price decreased as the accumu 


grantor corporation 
provision, 
require 


would be price 


Post-1958 Variable Price Options 


Amendments 
$21(d)(1)(A) 


to read as follows 


Section 26 of the Technical 
Act of 1958 amended Section 
(11) of the Code 
a variable 


as if the option 


the case ot price option, 


price (computed 
ranted) 1s 


1 
fair market value 


such option 1s 


value 


I 
the option 
such term 
‘ ption in wi ich 


letermining such pr ference 


he tair market valu stock 
before the optio 1 exercised 


that the 


value of the stock during 


time 


value may be greater average 
market 
calendar month in which the option 
exercised.” 

Thus, post-1958 variable price options are 
identical to pre-1958 variable option 
for the addition of the antilookback 
of Section 421(d)(7) 

his antilookback provision was 
bar the use ot 
lookback provisions of the 


LPL d)¢C1)¢ \N)(n), 


determined by 


s except 


reature 


imserted 


in the law to whicl 


ONTO S 
ption 


adopted the 


original Section permit 


ting the price to be 


option 


market value of the stock 


prior to the 


reference to the 
on some date 
Under the 


a corporation 


cate t grant 


law, it was possible for 


stock 
abruptly, to base the 


high 


forme! 


whose had declined mn 


value cption price 


on the former market value Fo 


%*S. Rept. 1622, 83d Cong., 2d Sess., p. 61 
% Report of the Committee on Ways and 
Means, House of Representatives, to Accompany 


Restricted Stock Options 


example, if it is assumed that on June 1, 
1957, the value of the stock of the optionor 
was $100 per share, and on September 1, 
1957, it had declined to 
September 1 the 
issued an option 
formula as follows: “The 
be 45 per cent of the fair 


$50 per 
corporation C 
using a variable pi 
option price s 
market value 
shares on a date three months prior 


date of September l, 


exercise 


ie date of 


be treated as tl 
qualification purposes, and on that di 
option price would be 


m June 1, 1957, 


$5 per cel 


option 


value « 


t) 
1 


it, and hence t option 


restricted If, December 
stock had risen $60 per 


1 would 


cent 


1 
OCK 


ricted, 
m meets 


d)(1) 


optionees’ 


requirements ot Sectio }?] 


Code with respect to 


ment, nontransferability, 


and expiration of th 


The simplest gen 


formula 


clause tor creating price option 


rovision to the that the 
ft the stock shall » O5 pet 


fair market val of 


cent 


, 
stock 


such 
of exercise this event, it would be 
a simple matter to apply the formula to the 


market value of the stock on the date of 


grant, and, of course, the option pric« 


H. R 
p. 18 


8381, 85th Cong., Ist Sess., H Rept. 775 
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would be within 85 per cent of that value, 
since the option price computed on the 
date of grant would be 95 per cent of the 
market value on the date of grant. The 
values and limitations of this type of option 
price formula are patent: The optionee is 
protected against a decline in the value of 
his option since he will always be permitted 
to exercise his option at 5 per cent below 
the market value of the stock; however, he 
is precluded from realizing any huge gain 
as a result of a substantial appreciation in 
the market value of the stock. This type 
of formula clause seems hardly defensible 
when it is remembered that the entire 
justification for permitting preferential tax 
treatment for restricted stock options was 
allegedly predicated on the “incentive to 
employees” argument. 

The practical effect of such a formula 
clause may be illustrated by the following 
95 per cent option: 


Case 4 
Date of 1957 
Market 


1957 


grant May 1, 
May Il, 
$61.00 per share 
Option price on May 1, 
1957 $57.95 per share 


B 
1957 


value on 


Date of exercise August 1, 
Market value on August 1, 
1957 $67.00 per share 
Option price on August 1, 
1957 $63.65 per share 


Alternative date of 
cise 

Market value on April 1, 
1958 $51.00 per share 


exer- 
April 1, 1958 


Option price on April 1, 


1958 $48.45 per share 


On any date of exercise, the optionee will 
receive a “noncompensatory” 5 per cent 
reduction in the cost of his shares, regard- 
less of the then market value of the stock 
subject to option. 

The second general type of formula clause 
is that suggested by Webster: the fixed 
dollar amount below market value formula.” 
An example of this type of provision is a 
formula fixing the option price at $7 below 
the market value of the stock on the date 
of exercise. 

In examining this type of provision to 
see if it qualifies as a variable price option 
formula, the market value on the date of 
grant would be assumed to be the market 


value on the date of exercise, and if such 
value less $7 constituted at least 85 per cent 
of such fair market value, the formula 
clause would qualify as a valid formula for 
purposes of Section 421(d)(1)(A) (ii). 

In order to demonstrate the functioning 
of such a formula clause, the following table 
may be used. 

Case 5 

May 1, 1957 
May 1, 

$48 per share 


Date of grant 
Market value on 
1957 
Option price on May 
1957 $41 per 
June 3, 1957 


share 
Date of exercise 
Market value on June 

1957 $56 per share 
Option price on June 


1957 $49 per share 


Alternative date of 
cise 
Market 
1958 


excr- 

April 1, 
April 1, 
$34 per 


1958 
value on 
share 
Option price on April 1, 


1958 $27 per share 


By computing what the option price would 
be if the option were exercised on May 1, 
1957, the option price ot $41 per share is 
computed to be slightly in excess of 85 per 
cent of the fair market value of the stock 
on that date. The option, as granted, com- 
plies with the requirements of Section 421 
(d)(1)(A)(ii), and once having qualified, 
it remains restricted regardless of 
quent changes in the value of the stock.” 

It should be apparent that this type of 
formula clause provides the optionee with 
a guaranteed spread between market value 
and option price, regardless of fluctuations 
in the value of the stock subject to option. 
It should be equally as apparent that this 
type of clause, instead of encouraging op- 
tionees to increase the value of the securi 
their employer, has the 
effect, since the percentage of spread be 
tween option price and market value is 
inversely proportional to the fair market 
value of the shares subject to option. If in 
the above hypothetical Case 5, the market 
value of the stock should decline to $10 
per share, the optionees would be permitted 
their options at market value 
less $7, or $3 per share, or at 30 per cent 
of market value. If, however, the market 
value appreciated to $70 per share, the 
optionee would only receive a 9 per cent 


subse- 


ties of opposite 


to exercise 





~ Webster, ‘‘Restricted Stock Options in a 
Declining Market,’’ 44 American Bar Association 
Journal 68 (January, 1958). 
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spread between the market value and the 
option price of $63 per share. This rather 
curious result is somewhat difficult to justify 
in the light of what was the 
Congressional purpose in allowing favor- 
able tax treatment to the gain from the 
exercise of restricted stock options—to en- 
courage employees to exert their maximum 
efforts to enhance the value of their em- 
ployer’s stock. This type of option has 
a diametrically opposite result in that it 
initially encourages optionees to strive to 
force down the market value of the stock 
of the optionor. 


allegedly 


The third type of option formula clause 
is a and combination of the 
preceding two types. There are many ex- 
amples of formula this 
which will be 
table for 


variation on 
clauses in group, 

discussed 
illustrative 


several of 
the 
purposes 


only 


using following 


1, 1957 


Date of grant 
Market 
1957 
Date of 
Market value on August 1, 

1957 


May 
value on May 
$54 per share 
exercise Aug. 1, 1957 
$56 per share 
Alternative date of 
cise 
Market 


1958 


exer- 
April 1, 1958 


April 1, 


$40 per share 


value on 


Clause A “The option price shall be 
per cent of market value on the 
exercise, but not more than $46 per share 

This 


clause 


date 


clause will qualify as a formula 
within the meaning of Section 421 
(d)(1)(A) (ii), because on the date of grant 
would have to pay at least 85 
the market value of the stock 
($45.90 per share) to exercise the option. 
It the value of the stock the 
optionee will never have to more than 
$46 per share, but in the event of a decrease 
in market will per- 
mitted to purchase the stock at 85 per cent 
of the 
Che 
a fixed 
simultaneously he 


the optionec 


per cent ot 


increases, 
pay 
value, he always be 


market value on the date of exercise 


optionee thus receives the benefits of 
in a rising market, and 
the 


option ina declining market 


Clause B: “The option price shall be 85 
per cent of market value on the date of 
exercise, but not less than $46 per share.” 


This type of formula 
qualify as restricted by the rationale ap- 
plicable to Clause A, but it provides pro- 
tection for the optionor, just as Clause A 


price option 


has protection ot a 


variable price 
also 


clause will 


Restricted Stock Options 


event of a 
need 


protects the optionees. In the 
rising market, the corporate grantor 
never sell its stock for less than 85 per cent 
of its fair market value, and in the event of 
a declining market, the value of the options 
This type of clause would en- 
courage the optionees to exert their maxi- 
mum efforts to obtain an the 
value of the stock of the employer corpora- 
tion, but does not provide as great an area 


de clines. 


increase in 


for increased compensation as does a formula 
similar to that stated in Clause A: 

granted on 
August 1, 


$47.60 per 


If a Clause B option 
May 1, 1957, and exercised on 
1957, the option price would be 
share, but if the optionee waited to exercise 
his option until April 1, 1958, he would find 
the option was valueless since the option 
price would be $6 in j then 
market the stock. 


were 


excess of the 


value of 


Clause C: “If the fair market value of 
the stock on the date of 
to or more than the 
the date of 
85 per cent ot the fair market value on the 
if the fair market 
than 


exercise 1S equal 
market value on 


opti mm price 


lait 
grant, the shall be 
date of exercise; howe ver, 
value on the 
the fair market 


date of exercise is less 
value on the date of grant, 
all be $5 less than such 


exercise 


the option price sh 


fair market value on the date of 


lis appears to be very similar in effect 
B, except that it provides a fixed 
value at which 
the stock 
than placing 
value of the 


In testing 


lause¢ 


sunt below fair market 


may be exercised if 
declined in 
an absolute floor on the 


in Clause B 


option 


has 


value, rather 
k 


wer 
stock as is the case 
this formula for 
price 


m the date of grant 


qualification as a variable 


. 1 7 
option’ clause, the fair market value 
will, of course, be 
identical to the fair market value on the 


} + h ‘fT 
that the first 


date of 
of Clause C 
On the date 
will be $54 per 


will, by the 


exercise, so 
will determine th 
of grant, the fai 
share, and 
option price 


such value, or 


formula, be 8&5 


$45.90 


percent oft 


per share. If the option was later 


exercised on August 1, 1957, when the 


ket the 


the date of grant, the 


mar- 


value exceeded market value on 


option price would be 


$47.60 per share, or 85 per cent of such fair 


+} 


T hand, the 


1958 


market value. If, on the o 


April 1, 


was 


when 

that 
grant, the option price would 
market 
both 


declining 


735 


option was exercised on 


the fair market value less than 


on the date of 
be $35 per share, or $5 less than 


This 


optionee in 


price clause 


the 


type of 
the 


protects 


event of a 





. . if business downturns hurt 
people, frighten people, embarrass 
people and make people feel 
apologetic, then it is time to do 
something about recessions. 

We need not tolerate recessions as a 
congenital condition in a system 
which provides individual reward for 
individual effort.—Haig Babian, 
editor of Challenge. 


market and the optionor in the event of a 


steeply rising market 


Clause D: “If the fair market value on 
the date of exercise is equal to the fair 
value on the date of 


shall be 85 


grant, the 
cent of such 
market 
value on the date of exercise does not equal 
the market on the date of grant, the 


shall be $5 per share.’ 


market 
option 
fair market 


price per 


value; however, if the 
value 


option price 


Chis clause appears to qualify as a vari- 
able price option formula by the 


used in justifying Clause 


Sallie 
reasoning as Was 
C: On the 
stock 


grant, the value of the 
identical to the 
to be the 
of testing this formula’s quali 
therefore. 


date ot 
must be value o1 


what is deemed date otf exercise 
for purposes 
fication; the option price will be 
that fair market 


This produces a 


85 per value, or 


hideous 


cent oft 
$45.90 per share 
market value on the 


result, however, if the al 
from. the 


date of exercise varies market 


value on the date of grant, because in that 


case the option price is $5 per share re 


then fair market value ot 
the formula to 
it qualifies as a 
formula, the 
provision in the formula is never used, since 
the market on the date of grant will 
always equal the market value on what is 
regarded, for qualification purposes, as the 


gardless of the 
the stock In 


mine 


testing dete 


whether or not valid 


variable price option second 


value 


Thus the requirement that 
price must be not than 85 
per market value on the date of 
grant is always met. Only when there is a 
difference between market after 
the option has qualified as restricted do the 
hideous apparent; the op- 
tionee options at $5 per 
share despite the fact that the market value 
stock may then be $56 


date of exercise 
the option 
cent oft 


less 


those values 


results become 


can exercise his 


of each share of 


or $561 ). 


Clause D is very clearly not the sort of 


option price formula which was contem- 


© H. Rept. 775, 85th Cong., Ist Sess., p. 68 
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plated by Congress when it enacted Section 
421(d)(1)(A)(ii) of the Code, but from a 
literal reading of that provision of the law, 
it would seem that options containing an 
option price formula in the form of Clause 
D would under the 
present statute. 


qualify as restricted 


It should be observed that Section 26 of 
the Technical Amendments Act of 1958 
some but not all of the 
from a formula that 
Clause D. 


removes horror 


similar to stated in 


Although the evil which was designed to 
be corrected by Section 26 was not the 
precise evil revealed by Clause D, the effect 
of Section 26 is to prevent the use of Clauss 
that 
market value in order to establish the option 
price, 
quivocal language that no option will qualify 
as restricted if under its formula clause the 


LD since clause refers to a previous 


The committee report states in une 


determined by 
ence to the fair market value of the 
at a time before the 
whether 


option price is to be refer 
stock 
option 1s exercised, 
higher or 


value 


such value is, in fact, 


lower than the market 
ot the stock 


the option is 


average tart 
during the 
exercise d, 


month in which 


since the option 


may be based upon the prior value ot 
when 


price 


the stock such value exceeds the 


average fair market value of the stock 


during the 


Lhe 


month the option is exercised. 


committee report contains the fol- 
lowing statement which 
that although Clause LD 


Section 26, a very 


seems to indicate 


inav be barred by 
similar 


still be permitted: 


type of provision 
may 


“The only way that 


which provides for 


a variable price option 
determining the option 
value 
of the stock at a time before the option is 
within the defini- 


tion is to provide that the option price 1s 


price by reference to the fair market 


exercised can come new 


to be determinable by reference to such fair 
market value only if such fair market valuc 
is not greater than the average fair market 
value of the stock during the month in 


which the option is exercised.” 


It would thus appear that an option price 
clause in the following form might. still 
qualify after September 30, 1958 


Clause E: “The option price shall be 85 
per cent of the fair market value of the 
stock on the date of exercise such 
market value on the date and 
at all times during the month in which the 
option is exercised exceeds the fair market 


(Continued on page 755) 


unless 
of exercise 


"H. Rept. 775, 85th Cong., Ist Sess., p. 68. 


TAXES —The Tax Magazine 





Federal Taxation 


Affecting Life Insurance 
By K. MARTIN WORTHY 


This article will bring you up-to-date on the details of recent 

legislation having to do with life insurance. Mr. Worthy is a member of 
the Washington, D. C. law firm of Hamel, Park & Saunders. 

He delivered this address before the Section on Insurance, Negligence and 
Compensation Law, American Bar Association, in Los Angeles on August 28. 


T HERE HAVE EEEN a number of ex- 
tremely interesting developments in the 
field ot i 
surance within the past year 


federal taxation affecting life in 


Reference might be made first, however, 


general trends in 
Although there is considerable 


genuine interest in tax reduction in botl 


‘ 


t¢ some 


eral 


the area of fed- 
taxation 


dministration, 
consideration of our budget 
both the Administration and a 

majority of the Congress, 
Lebanon, 


Congress and the practical 


national con 
vinced sub 
stantial even 
prior to our s ling troops into 
that there 
at the present 
President signed into law a bill 
1, 1959, both the 52 per 


income tax 


tax reduction 


serious 
and on June 30° the 
extending 
cent 

and virt 
would 


rat¢ 
taxes which 


red this year, the only excep 


a repeal of the excise taxes on 
property by automobile, 


pipeling If the recession had 


ion oft rail, 
alr OT 


continued several months longer, 


sible that 
given to tax 


serious consideration would have 


been reduction after the nex 
January, but in view 
events in the Near 


that 


Congress convenes 1n 
turn of 
now 


the grave 
East it would 
tax reduction 


seem any serious 


may be a long way off 
Congress, has, however, 


interest in the past tew 
of the taxing statutes than at any time since 
the enactment of the Internal Revenue 


Code of 195 }. 


1Pub. L. 85-475, 85th Cong., 2d Sess., 


30, 1958 


Life Insurance 


shown greater 


months in revtston 


In January of this year, the 


June 


House approved a bill entitled “Technical 
Amendments Act of l 
made some 80 changes in the 1954 
On July 28 the Senate Finance Com 


mittee, to which the bill was then referred, 


1957,” which would 


have 


Code. 
issued report, after hearings, recom- 
mending Senate approval (with modifica 

of all but 


and 


three of these pt yposed 


recommendit that the 


cnanges also 

bill be to provide some 25 addi 

tional changes in the 1954 Code 

i | osing days of Congress, a bill was 
| oat 1 , 


} , f the 
mbodied most of the 


amended 


However, 


by the original 


rom a small busi 
two bills together be- 
Act ot 


Was signed int 


the nical mendments 
H. R. 8381), 


September 2 


taxatio 
ncome taxation 
hich extensive 
mendations sponst 
m and approved by 
e American Bat 
were suggested by witnesses 
scheme of federal income, gi 
taxation It early 
hese suggestions or to predict the extent 
to which they may 
porated in the law, but the 


which the 


is too 
eventually be incor- 
seriousness with 


hearings were conducted sug 


S. Rept 


1ORR 


1983, 85th Cong., 2d Sess., July 28 
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gests there are many areas of the Internal 
Revenue Code which may well be changed.’ 


As a partial result of these hearings, the 
House last month approved a small busi- 
tax relief bill* which would permit 
ordinary for original investors on 
liquidation of unsuccessful small corpora- 
tions, accelerated depreciation during the 
first year on a limited amount of new 
property acquired by a business, an increase 
in the accumulated earnings credit, a three- 
year loss carry-back, and an extension to 
ten years of the period for payment of the 
estate tax attributable to an interest in a 
closely held The bill not 
contain any provisions particularly reliting 


ness 


k ses 


business. does 


to life insurance or annuities. 


Taxation of Life Insurance Companies 


Taxing formula.—Congress has also evi- 
denced increased concern within the past 
several months about taxation of life insur- 
ance companies. Since taxes on life insur- 
ance companies are borne by policyholders 
in the form of reduced dividends in the case 
of participating companies, and since they 
can affect the size of the gross premium in the 
case of nonparticipating companies, 
taxation directly affects the cost of insurance 
protection for policyholder-clients. The stop 
gap formula for taxing life insurance com- 
panies in effect in 1955 and 1956° was 
extended by a last-minute bill to the taxable 
year 1957;° however, at the urging of the 
Senate Finance Committee and the House 
Ways and Means Committee, the Treasury 
on April 10 released an outline of two 
suggested formulas for future taxation of 


such 


life insurance companies. The two possible 


solutions proposed by the Treasury were 


(1) In lieu of the present formula, limit 
ing the tax to an industry-wide percentage 
of investment (excluding capital 
gains), the tax imposed on “net 
gain from operations 
policyholders,” as reported indi- 
vidual company to state insurance depart- 
ments, adjusted for tax-exempt interest, 
federal income taxes paid and depreciation, 
so as to conform such amount with general 
rules for computing taxable income. Under 
this method carry-backs would be 
provided up to ten or 20 years and special 


income 
would be 
after dividends to 
by each 


loss 


‘Digest of Testimony Presented Before the 
Committee on Ways and Means with Respect to 
Tax Revisions (April 11, 1958), is available at 
the Government Printing Office. 

‘H. R. 13382 and H. R. 13383, 85th Cong., 
2d Sess 


5 1954 Code Sec. 802 
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allowances would be made for small and 
new companies and for different methods 
of reserve valuation. The Treasury outline 
also suggested that other refinements and 


modifications might be desirable. 


(2) The portion of investment 
subject to tax would be increased so as, in 
the Treasury’s language, “to accord more 
closely with the prevailing margin of in- 
vestment income above required interest for 
policyholder” and to “assure a more reason- 
able tax on those companies with relatively 
small amounts of investment income and 
substantial earnings from insurance or un 
derwriting entirely exempt 
from taxation.” 


income 


sources, now 


Irrespective of the merits of either sug- 
gestion, it is obvious that they might make 
life insurance companies subject to a num- 
ber of tax problems which they now either 
do not encounter at all or encounter only 
rarely, such as the recognition and non- 
recognition of gains and losses on the sale 
or exchange of property,’ and the basis of 
property involved therein.” With respect to 
its first solution the Treasury's letter points 
out: 

“The taxation of life insurance companies 
inevitably raises the question of its possible 
impact on policyholder savings, benefits, and 
insurance The tax 
above would exclude all amounts paid to, or 
set aside irrevocably for the benefit of any 
policyholder or group of policyholders. It 
would exempt additions to policy reserves 
including interest thereon; all insur 
ance benefits made available to policyholders 
or their beneficiaries; and all policy divi 
dends or similar rebates paid or refunded 
to policyholders.” 


costs. base discussed 


cash 


Hearings by the Ways and Means Com 
mittee will begin on November 17. Unless 
can be enacted to cover 1958, 
will be taxed under the 1942 


legislation 
companies 
formula. 
Installment obligations.—One section ot 
the Technical Amendments Act, previously 
referred to, would affect taxation of 
life insurance companies. Transfer of an 
installment obligation by a parent corpora 
tion to a controlled life insurance company 
or to a partnership of which such an in- 
company is a partner would be 


also 


surance 
* Pub. L. 85-345, 85th Cong., 2d Sess. (March 
17, 1958). 

* Treasury Department Release A-213 (April 
11. 1958) 
* See 
1032, 1033, 
following. 
* See 1954 Code Secs 


1954 Code Secs. 1001, 1002, 1021, 1031, 
1036, 1051, 1052, 1053, 1081, 301 and 


1011-1021. 
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subject to tax to the extent of the excess 
of the fair market value of the obligation 
over the cost basis of the obligation to the 
parent corporation. The amendment would 
also provide for recognition of gain on in- 
stallment obligations where a corporation 
which has not been a life insurance com- 
pany becomes a life insurance company 
and where a life insurance company be- 
comes a member of a partnership owning 
installment obligations.” 


Retirement Funds 
for Self-Employed Persons 

Prior to this past year there was 
siderable doubt that professional people en 
gaged in practice for themselves (or, in 
fact, other people engaged in business as 
sole proprietors or partners) could obtain 
the benefits under the Internal Revenue 
Code™ of deferring income under a “quali- 
profit-sharing plan. The 
Code provides, of course, that when a plan 
which meets the enumerated requirements 
is established by “an employer for the ex 
clusive benefit of his employees or their 
beneficiaries,” the employer may deduct his 
plan in the 
they are made, but his employees 
may defer the reporting of any income until 
This is particularly advan 


con- 


fied” pension or 


contributions to the year in 


which 


actual receipt. 
tageous to the employees; if, for example, 
they are entitled under the plan to an an- 
nuity after retirement, they will not only 
postpone the tax on the funds made avail- 
able by the employer to buy the annuity, 
but they also will probably pay less tax 
over-all they will probably be in a 
lower tax bracket after retirement than 


during their active years 


since 


In the case of a cor 


poration, a stockholder who renders 


to the corporation may be an emplovee and 


services 


obtain these advantages, but because a part 
ner who renders services to a partnership is 
not regarded as an employee of the part 
nership, the Treasury took the 
many years ago that lawyers, 
others who are permitted by state law to 
practice together only as partners cannot 
have the advantages of a “qualified” pen- 


position 
doctors and 


” Sec. 28, H. R. 8381 (as reported out by the 
Senate Finance Committee), amending 1954 
Code Sec. 453(d). This was enacted as Section 
27 of the Technical Amendments Act of 1958. 
It applies to taxable years ending after De- 
cember 31, 1957, but only as to transfers or 
other disposilions of installment obligations 
occurring after that date. 

" Secs. 401-404. 

27. T. 3350, 1940-1 CB 64, 
Code Sec. 165. 

BU, 8. v. 
(2d) 418 


interpreting 1939 


Kintner, 54-2 ustc { 9626, 216 F 
(CA-9, 1954). See 1954 Code Sec. 


Life Insurance 


profit-sharing plan.” Thus, if a 
partnership establishes an annuity plan for 
its partners and employees, any premiums 
it pays on account of annuities for the part- 
ners have been treated by the Treasury as 
currently taxable to the partners. 


In 1954 the Court of Appeals for the 
Ninth Circuit in the Kintner case“ pointed 
“out” for such people in sus- 
taxpayer in 


sion or 


toa possible 
taining the contention of the 


that case that although a corporation can- 
under 
group of doctors may form an association 


not practice medicine state law, a 


having sufficient characteristics of a cor- 
poration to be treated as a corporation for 
federal tax purposes, with the members 
regarded as employees for pension and 
profit-sharing purposes. Sometime there- 
after, however, the Internal Revenue Service 
announced that it would not follow the 
Kintner case and that it would continue to 
insist that group be 
partnership for pension and profit-sharing 
as well as state law purposes.“ 


such a treated as a 


Jenkins-Keogh.—To retirement 
benefits for proprietors and partners 
similar to those now permitted for employees, 
the American Bar Association and various 
other interested groups have for several 
years pressed for enactment of the Jenkins- 
Keogh Bills,” or per- 
mitting professional people who are barred 
from practicing in corporate form 
during their early years, in 
investment, a 
each income, and 
on such income until 
from 


provide 


sole 


similar legislation, 


by law 
t aside 


form of 


oO set 
some percentage ol! 


year’s defer paying tax 


such income is 


drawn investment and used for 


purposes 


In July the House approved the Keogh 
bill, which as now drafted would permit 
self-employed persons to defer tax on an 
amount up to 10 per cent of self-employment 
income, but not in 
either paid into a 
fund” set up with a 


excess of $2,500 per 
“restricted retire- 
paid 
company 
De- 


ductions would be limited to 20 years with 


year, 
ment 
as premiums to a life 


trustee or 
insurance 


under a “restricted retirement pclicy.” 


7701(a)(3). Under Sec. 1361 of the 1954 Code, 
partnerships and sole proprietorships have been 
permitted to elect under certain circumstances 
to be taxed as corporations, but under a specific 
“‘limitation’’ in the statute, a sole proprietor 
or member of a partnership making such elec- 
tion is nevertheless not considered an ‘‘em- 
ployee’ for pension and profit-sharing purposes. 
See Sec. 63, Technical Amendments Act of 1958. 

™ Rev, Rul. 56-23, 1956-1 CB 598, reaff'd in 
Rev. Rul. 57-163, 1957-1 CB 128, at p. 134 

®H. R. 9 and H. R. 10, 85th Cong., 2d Sess. 
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a carry-over of the unused portion of the 
$2,500 limit for five years and an increased 
deduction provided for persons 50 or over 
when the bill goes into effect. In case of 
withdrawals before the age of 64%, an in- 
dividual would be required to pay 110 per 
cent of the tax he would otherwise pay if 
the income were spread evenly over the 
taxable year and the four years immediately 
preceding; on the other hand, if the entire 
interest of an individual were withdrawn 
as a lump sum after age 64%, the tax 
would not five times the tax that 
would have resulted if only 20 per cent of 
the withdrawal were included in income in 
the year of withdrawal. Otherwise, with- 
drawals after age 64% would be taxed at 
ordinary income rates in the year of with- 
drawal. Under an amendment to the original 
bill inserted by the Ways and Means Com- 
mittee before approval, withdrawals from 
a restricted retirement fund must begin at 
restricted retirement 


exceed 


and from a 
policy at age 70%. 


age 70 


The Treasury, however, has consistently 
opposed enactment of the Jenkins-Keogh 
legislation and there is no assurance that it 
will be enacted into law in the near future. 


Change of attitude by Treasury.—Appar- 
ently to meet the continuing clamor for 
Jenkins-Keogh type of legislation, the In- 
ternal Revenue Service announced last Oc- 
tober that it was “modifying” its position 
on the Kintner and that henceforth 
“The usual tests will be applied in deter- 
mining whether a particular organization 


case 


of doctors or other professional groups has 


more of the characteristics of a corporation 
than of a partnership.” ™ 


The way thus may be opened up for the 
establishment of pension and profit-sharing 


plans by many types of professional or- 


ganizations to which they have heretofore 


been barred. Even in those cases where the 


Once turned on, the spigot of Federal 
expenditures cannot be turned off 
overnight even though public demand 
for such action could come about 
quickly.—Maurice H. Stans, director, 
United States Bureau of the Budget. 


partners now own individual annuity con- 
tracts, they may on establishing a qualified 
plan bring a larger number of persons 
under coverage, including professional as- 
who are not partners, and other 
employees who are not now considered 
sufficiently important by themselves to 
establish a comprehensive plan. 


sociates 


Dangers.—There are some dangers in at- 
tempting to reorganize professional part- 
“associations” to gain these 
In the first place, classification 


nerships as 
advantages. 
as an association may be a mixed blessing. 
If the owners are in high personal tax 
brackets" and the firm can retain a high 
proportion of its profits so that they do not 
become taxable as dividends to the owners,” 
the total over-all tax” may be less than if 
the earnings were taxed directly to the 
owners” as members of a partenrship;” 
but if the owners are in relatively low per 
sonal tax brackets or the firm does not have 
sound business reasons for retaining a sub 
stantial proportion of its earnings, the higher 
combined and individual 
may far outweigh the advantage of being 
able to establish a qualified pension ot 
profit-sharing plan. The use of 
tion” funds by its owners is 
flexible without adverse tax consequences than 
the use of partnership funds by partners.” 


corporate tax ~ 


“associa 


less 


also fat 


In the second place, the rules for deter 
mining when an organization operated as a 
partnership under local law is an 
tion” taxable as a corporation 
entirely clear. The criteria most 


“associa 
are not 


otten re 





”«T. I. R, 61, October 10, 1957, republished 
as Rev. Rul. 57-546, I. R. B. 1957-46, p. 37. 

% Individual rates begin at 20 per cent (after 
exemptions) and range as high as 91 per cent 
on ordinary income (1954 Code Sec. 1). 

18 See 1954 Code Secs. 61, 34, 301, 316. 

” The regular corporate tax is 30 per cent 
on the first $25,000 of income and 52 per cent 
on income in excess of $25,000 (1954 Code 
Sec. 11) 

*° 1954 Code Secs. 701, 702. 

21 The advantage of having earnings taxed at 
corporate as opposed to individual rates as- 
sumes that any appreciation in value of a 
particular owner's interest in the association 
can eventually be taken out by the owner him- 
self at long-term capital gains rates, subject to 
a maximum tax of 25 per cent, or (due to the 
prior death of the owner) by his estate without 


740 


October, 1958 @ 


income tax. See 1954 Code Secs. 301, 302, 331, 
1012, 1014, 1201, 1221 

“In addition to the regular corporate tax, a 
corporation may be subject to the special tax 
of 27% per cent to 38 per cent on unreason- 
able accumulations of earnings, and if it is 
closely held and its income consists primarily 
of dividends, interest and certain kinds of per- 
sonal service income, it may be subject to the 
special personal holding company tax of 75 per 
cent to 85 per cent. See 1954 Code Secs. 531-537, 
541-547. 

* Cf. 1954 Code Secs, 301, 302, 331, 731, 7: 
For a discussion of comparative tax conse- 
quences of operating as a partnership or sole 
proprietorship v. as a corporation (or ‘‘associa- 
tion’’), see Basic Estate Planning (Indianapolis, 
Bobbs-Merrill, 1957), pp. 192-200. 
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ferred to are those taken from Morrissey v. 
Commissioner, 36-1 ustc § 9020, 296 U. S. 
344 (1935), holding a trust taxable as an 
association, in which the features common 
to a corporation—(1) ownership of prop- 
erty as an entity, (2) centralized manage- 
ment, (3) continuity unaffected by the 
death of beneficial owners, (4) easy trans- 
ferability of beneficial interests and ability 
to include large numbers of participants, 
and (5) limited personal liability of the 
beneficial owners—were all emphasized. It 
was not made clear in Morrissey whether all 
or only some of these criteria need exist; 
the Commissioner’s regulations under the 
1939 Code provided simply that if there 
were both continuity despite death or change 
in ownership of a participating interest“ 
and centralized management in one or more 
persons in their respective capacities, an 
would be 
The courts have frequently 


treated as an as- 
found 
these two factors alone not enough; ™ they 


organization 
sociation.” 


have also sometimes held a partnership tax- 
able as a corporation despite the absence of 
some of the five factors listed in Morrissey, 
and at times they have suggested still other 
factors to be considered 
fe rred to by the 


those Fo- 
Supreme Court, and in at 
suggested that the Morrissey 
tests may not be applicable to a partnership 
at all.* 

Thus, extreme taken in 
setting up a professional partnership as an 


besides 


least one cas¢ 


unless care 1s 


* The significance of this test now seems 
doubtful in view of the provision contained in 
1954 Code Sec. 708(a), that an organization 
treated as a partnership for tax purposes shall 
be regarded as continuing despite the death of 
a partner unless there has been a sale or ex- 
change of more than a 50 per cent interest in 
the partnership or a discontinuance of the 
business 

*% Regs. 118, Sec. 39.3797-2, -4 

* See, for example 
38-1 ustc § 9225, 95 F 
Brothers 


Commissioner wv 
(2d) 587 (CA-9); 
Company, CCH Dec. 10,994, 
287 (1940) Western Construction 
CCH Dec. 17,550, 14 TC 453 (1950), 
ustc © 9448, 191 F. (2d) 401 (CA-9); 
Employees Association v. U. S., 57-1 ust 
241 F. (2d) 565 (CA-5) 

‘ Bert v. Helvering, 37-2 ustc 1 9395. 92 F 
(2d) 491 (CA of D. C.): Del Mar Addition v 
Commissioner, 40-2 ustc § 9578, 113 F. (2d) 410 
(CA-5): Helm and Smith Syndicate v. Commis- 
sioner, 43-1 ustc © 9505, 136 F. (2d) 440 (CA-9) 
Fletcher v. Clark, 45-2 ustc § 9364, 150 F. (2d) 
239 (CA-10), cert. den., 326 U. S. 763 (1945); 
and Poplar Bluff Printing Company, CCH Dec 
14,051(M), 3 TCM 726, aff'd, { 9344 
149 F. (2d) 1016 (CA-8) Also see the early 
case of Burk-Waggoner Oil Association v 
Hopkins, 1 uste © 143, 269 U. S. 110 (1925) 

* In holding an organization to be a partner- 
ship and not an association, factors referred 
to among others have been: full-time participa- 
tion of partners (Brookshire Brothers, CCH 


Gerstle, 
George 
41 BTA 
Company, 
aff'd, 51-2 
Guaranty 
" 9336, 


45-2 usre 


Life Insurance 


Religious believers must be numbered, 
churches built, wages raised, the 
level of buying power be kept high. 

. . . But they are not the true 

end of man. Insofar as they function 
as man's true end, God is denied.— 
Professor James Gustafson, 

Yale University Divinity School. 


there will be considerable 
uncertainty as to whether it will meet the 
test of an association taxable as a corpora- 
tion under the law. For 
doubtful—to say the least 
law partnership, 
villing to do so, 


“association,” 


example, it is 
that 
even if they 
without vio- 
lating the canons of ethics, that each part- 
ner could freely sell his interest to a 
stranger without dissolving the partnership, 
or that each partner’s heirs would step into 
his shoes in the partnership, or that the 
hability of limited to 
investment.” things 
would meet 


members 
of a were 


could agree, 


partners would be 


y et 


apparently be 


each of these 


necessary 


three of the five tests in the Vorrissey case 


passed, 


this hurdle is 
the deferred corporation plan must also be 
qualified under the Code. other 
problems, too. It may be impossible, using 
partnership accounting methods, to dis 
tinguish clearly, on the one hand, between 
withdrawals by should be 


Then, of course, if 


There are 


partners which 
Dec. 10,876-I (1939)); public holding out as 
partnership (George Brothers & Company, cited 
at footnote 26): restrictions on sale of interest 
(J. A. Riggs Tractor Company, CCH Dec. 15,120 
6 TC 889 (1946)): and inability of inactive 
partners to remove managing partners and in 
ability of partnership to sue in its own name 
(Glensder Textile Company, CCH Dec. 12,249 
46 BTA 176 (1942)). In holding an organization 
to be an association, factors referred to among 
others have been inability of ‘“‘partner’’ to 
bind enterprise as its agent (Poplar Bluff Print- 
ing Company, cited at footnote 27); limitations 
on distributions of earnings (Wholesalers Ad 
justment Company 1% Commissioner, 37-1 ust 
"9109, 88 F. (2d) 156 (CA-8), aff'g CCH Der 
9225-J, 33 BTA 1279 (1936)): issuance of deben 
ture bonds (Cincinnati Stamping Company, CCH 
Dec. 14,703(M), 4 TCM 806); and formulation 
and operation as an Ohio ‘‘partnership associa 
tion’’ rather than as_ ordinary partnershiy 
(Giant Auto Parts, Ltd., CCH Dec. 17,185, 13 
TC 307 (1949)) Also see Guaranty Employees 
Association v. U. 8., cited at footnote 26, em 
phasizing necessity in a corporation of sub- 
stantial economic independence of the enterprise 
ind its members 

‘See Opinion 283 of the Committee on Pro 
fessional Ethics & Grievances of the American 
Bar Association, May 27, 1950, disapproving the 
use of a Massachusetts trust by a law firm 
as a means of qualifying a pension pion under 
the Internal Revenue Code 
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treated as dividends and withdrawals which 
should be treated as loans or advances, or 
between investments and loans to the part- 
nership by a partner, on the other. Yet the 
tax incidents may be quite different. Unless 
there is certainty, the consequences may be 
quite serious. 

The taxpayer must take the initiative in 
classifying an organization as a partnership 
or aS an association taxable as a corpora- 
tion when the organization’s return is filed; 
the Internal Revenue Service then has the 
opportunity in an uncertain situation of 
electing, for the time being at least, either 
to accept the organization’s own character- 
ization or to challenge it, whichever best 
suits the government’s purposes. During 
the first several years, the combined (cor- 
porate and individual) tax may be higher 
if the partnership is recognized as an as- 
sociation, but due to changes in rates or 
circumstances the Commissioner may later 
want to have the firm reclassified as a part- 
nership because it fails to meet some of the 
tests previously described, with the result 
that the partners pay the maximum tax at 
all times. Unless great care has been taken 
to keep the statute of limitations open for 
the firm to file a refund claim on any cor- 
porate taxes it may have paid, until the 
statute has run on the assessment of a 
deficiency against the individual partners, 
the partners may also find themselves liable 
for additional tax on the theory that all of 
the firm’s income is taxable to them, with- 
out any way to get the corporate tax back.” 

The Commissioner promised in his rul- 
ing last October to publish a new ruling on 
the basic criteria to be followed in deter- 
mining what is an association taxable as a 
corporation,” but until he so—and 
perhaps even afverward—it would certainly 
seem wise, where an “association” seems 
clearly desirable, to set it up as clearly 
like a corporation as local law, professional 
ethics and requirements of the parties will 
permit. It would also be particularly de- 


does 


sirable to get a ruling, if possible, from 
the Internal Revenue Service as to qualifi 
cation of any proposed pension or profit- 


sharing plan.” 

This is not to say that reorganizing a 
partnership as an association so as to gain 
the advantage of deferring tax on income 
set aside for retirement purposes may not 
be a welcome and useful tool in particular 
cases. But there are certainly a number of 
pitfalls that the skilled lawyer should ac- 
quaint his client with and make every effort 
to avoid. 


Other Retirement-Plan Developments 


A possible doubly advantageous substi 
tute for a qualified pension plan for the 
survivors of a deceased employee has been 
brought to light by the recent Champion 
Spark Plug case in the Tax Court.” 


An employer's insurer refused to cover 
an employee in the employer’s regular pen 
sion and life insurance plan because the 
employee’s work involved too much foreign 
travel; as a the employer's 
board of directors adopted a resolution in 
1953 after it became evident that the em- 
ployee had an incurable illness disabling 
him from rending further service to the 
employer, to pay the employee, or in the 
event of his death, his widow, $33,750 in 60 
semimonthly installments as a continuation 
of his salary; the first payment under such 
resolution was made in January, 1954, to 
the widow one day after the employee's 
death. The Internal Service re 
fused to permit any deduction in 1953 and 
contended that the amounts paid to the 
widow could only be deducted in the years 
when actually made. The Tax Court, how- 
ever, held that the payments did not con 
stitute compensation to which the deterred 
compensation rules would be applicable but 
constituted the assumption of a voluntary 
unconditional obligation in 1953 to make 
payments to the employee's widow, thus 


consequence, 


Revenue 





%*In the absence of agreement with the In- 
ternal Revenue Service, claim for refund must 
ordinarily be filed within three years after the 
return was required to be filed or two years 
after the tax was paid, whichever is later (1954 
Code Sec. 6511). In the absence of agreement 
with the taxpayer, an additional assessment 
must ordinarily be claimed by the government 
within three years after the return was actually 
filed, except (1) where there has been an omis- 
sion from gross income of more than 25 per 
cent, in which case the additional assessment 
may be claimed within six years after the re- 
turn was filed, or (2) either no return or a 
fraudulent return was filed, in which case the 
additional assessment may be claimed at any 
time (1954 Code Sec, 6501). If the firm operates 


742 October, 


1958 @ 


on a taxable year (for example, a year ending 


April 30), which differs from that of one or 
more of its owners (for example, the calendar 
year), the association (corporation) return will 
be due earlier than the return of such indi- 
vidual owners, and thus the three-year refund 
statute for the firm will, in the absence of 
agreement, be earlier than the three-year assess- 
ment statute for such individuals. See 1954 
Code Sec. 706. 

"“T. I. R. 61, October 10, 1957, republished 
as Rev. Rul. 57-546, I. R. B. 1957-46, p. 37. 

2 See Regs. Sec. 1.404(a)-1; Rev. Proc. 56-12, 
1956-1 CB 1029; and Rev, Proc, 56-33, 1956-2 CB 
1394. 

*% Champion Spark Plug Company, CCH Dec 
22,978, 30 TC —, No. 26 (1958). 
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making the full amount of $33,750 deduct- 
ible by the employer in the year of adoption 
of the resolution. The court did not have 
before it the question of taxability to the 
employee, but it would appear that the widow 
would be entitled to receive at least the first 
$5,000 income tax free under specific lan- 
guage of the statute.* Two other cases.de- 
cided during the year indicate, in fact, that 
the entire amount of a voluntary payment 
to a widow may be tax free * as contrasted 
with taxable deferred payments under a 
qualified pension plan.” 


H. R. 8381, previously referred to, as 
approved by the Senate Finance Committee 
contains several proposed amendments af- 
fecting retirement plans: 

(1) The present rule permitting employees 
of tax-exempt scientific, educational, char- 
itable and religious organizations (described 
in Section 501(c)(3)) to defer including in 
taxable income amounts set aside in a non- 
qualified annuity plan until the annuities are 
received by the employee, would be modi- 
fied so as to limit deferment to a qualified 
plan (as in the case of employees of other 
percentage of the 
employee’s annual salary.” 


organizations) or to a 


(2) Employees of all types of tax-exempt 
organizations (but not employees of non- 
exempt organizations) would be made sub- 
ject to tax at the time the rights of 


employees in a forfeitable type of annuity 


such 


become nonforteitable.” 


(3) The exercise or 
employee of an election as to survivor bene 
tits would be freed of (to the 
extent of the employer's contributions) if 
the annuity or pension rights arise under a 
jualifed pension, profit- 
sharing plan or a qualified retirement an- 
nuity contract.” 


nonexercise by an 


the gift tax 


stock-bonus or 


(4) Retirement payments of schools and 


supported and 
religious organizations would become eligible, 
with limitations, for the $5,000 exclusion 
from death benefits,” the 
estate tax exclusion for contributions of the 
and the gift tax 


colleges, publicly charities 


income tax of 


employer exclusion re 


ferred to in the prior paragraph.” 


‘1954 Code Sec. 101 

“% Estate of John A. Maycann, 
22,630, 29 TC . No. 12 (1957); 
U. 8., 57-2 ustc J 9982, 

1954 Code Sec. 402 

7 Sec. 23, Technical Amendments Act of 1958 
amending 1954 Code Sec. 403 

*% Sec. 23, Technical Amendments Act of 1958 
amending 1954 Code Sec. 403 

»> Sec. 23, Technical Amendments Act of 
adding 1954 Code Sec. 2517 


Life 


CCH Dec 


and Niron v. 


(DC Tenn.) 
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Insurance 


(5) Qualification of a retirement annuity 
contract purchased by an employer, for the 
estate tax exclusion, would be made identi- 
cal with qualification of such a contract for 
income tax purposes.” 


(6) The “prohibited transaction” provi- 
sions of present law“ would be made in- 
applicable to loans to an employer from a 
pension trust (1) in the case of bonds or 
acquired at the prevailing market 
at which such bonds or notes can be 
acquired by the public, when not less than 
50 per cent of the same issue is acquired 
by independent persons and not more than 
25 per cent by the trust, and the total 
amount loaned does not exceed 25 per cent 
of the assets of the trust, or (2) where the 
loan bears a reasonable rate of interest, the 
employer is prohibited by law from pledg- 
ing as security representing more 
than half the value of all of its assets, the 
loan is approved in writing by an independ- 
ent trustee, and the total amount loaned 
without collateral does not exceed 25 per 
cent of all of the 


notes 
price 


assets 


assets of the trust.® 


Estate Tax on Insurance Proceeds 


Section 56 of H. R. 8381 as originally 
reported out by the Ways and Means Com- 
mittee would have restored the premium 
payment test for determining the extent 
to which life insurance proceeds are includ- 
able in a decedent’s gross estate for estate 
The 1954 Code abolished the 
payment test” and provided that if 
the decedent had given away all incidents of 


tax purposes 
premium 


ownership in a policy prior to death, no part 
the proceeds would be subject to the 
estate tax.” Section 56 would have provided 
that if the policy had been purchased or the 
decedent possessed any incidents of owner- 
ship within five years of his death, there 
would been included in the 


have gross 


estate the proceeds attributable to premiums 


paid by the decedent within five years of 


his death. This proposal drew such heavy 


criticism, however, that the committee with- 


drew the proposed amendment on the floor 


of the House and announced that it would 


give the matter further study before recom- 
1954 Code Sec. 101 
"' 1954 Code Sec. 2039(c) 
* Sec. 23, Technical Amendments Act of 1958 
% Sec. 23, Technical Amendments Act of 
1958. amending 1954 Code Sec. 2039(c) 
“ 1954 Code Sec. 503 
* Sec. 30, Technical Amendments Act of 1958 
* 1939 Code Sec. 811(g), as amended bv the 
Revenue Act of 1942 ; 
* 1954 Code See. 2042 





mending a change in the rule adopted in 
the 1954 Code. 


The Treasury has given every indication 
of continuing to fight for a change in the 
with to the estate tax on life 
insurance proceeds. It made a very strong 
but unsuccessful fight before the Senate 
Committee to Section 56. 


law respect 


Finance restore 


Final estate tax regulations.—On the ad- 
ministrative two sentences added to 
the final estate tax regulations, issued in the 
latter part of June, which were not in the 
original proposed regulations, remind tax- 
payers that the statutory exclusion for pro- 
ceeds of policies in which the decedent has 
surrendered all incidents of ownership prior 
to death will apply only if assignment of 
the policy was not in contemplation of 
death.” Another amendment (Regulations 
Section 20.2039-2(b)) in the final regulations 
makes it clear that a lump-sum payment ot 
the proceeds of life insurance provided by a 
qualified pension plan is exempt from the 


side, 


estate tax 


Combined annuity-life insurance plans.- 
Meanwhile, during the past year, in Fidelity 
Philadelphia Trust Company v. Smith,” the 
Supreme Court held that the receipt by an 
insured up to her death of annuities from 
annuity contracts she was required to buy 
in order to obtain single-premium life in 
surance policies that were immediately as- 
signed by her to various donees, did not 
make the proceeds of the life insurance poli- 
insured’s gross estate 
over 


cies includible in the 
tor estate tax 
cedent retained “the possession 
or the right to 
The Court concluded 
transaction in which 


purposes as property 
vhich the de 
rr enjoyment of, 
from” up to death. 
that despite the single 
the two contracts were purchased, the dece- 
separate property 


income 


dent acquired two items of 


and that after surrendering the incidents 


of ownership in the life insurance policy, 


she had not retained any income (by virtue 
of the annuities) from the life insurance con- 
would seem to enable 
uninsurable to 


lives which 


The de cision 


persons who are 


tracts 
otherwise 


obtain insurance on their own 


estate tax 
comparable 
The statute 


s Cf Regs. Sec. 20.2042-1(c)(1), 
regulations under 1954 Code, and 
provision of proposed regulations 
provides that as to property generally, no 
transfer within three years of death shall be 
considered in ‘‘contemplation of death."’ 

# 58-1 ustc § 11,761, rev’g 57-1 ustc { 11,683, 
241 F. (2d) 690 (CA-3). 

” Forster v. Sauber, 57-2 
F. (2d) 379, aff'g 57-1 uste 
ustc § 11,678 (DC IIl.), cert. den. 
see Commissioner v. Clise, 41-2 ust 
122 F. (2d) 998 (CA-9), cert. den., 315 U. 


744 


ustc § 11,727, 249 
§ 11,695, and 57-1 
(1958) Also 
© 10,099, 
S. 821 
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they can assign to their beneficiaries so as 
to remove the value of the insurance pro- 
ceeds from their estates. 

On the other hand, the Seventh Circuit 
joined with decisions of the Third, Fifth 
and Ninth Circuits, cited and distinguished 
by the Supreme Court in the Fidelity- 
Philadelphia Trust Company case, in declar- 
ing that where a decedent purchased two 
single-premium annuity contracts in which 
she retained the right to receive the annuity 
payments until her death but which also 
provided for payments to a surviving bene- 
ficiary, the contracts are includable in the 
decedent’s estate as a transfer under which 
the decedent has retained the right to the 
income of the property transferred during 
her lifetime;™ the court distinguished and 
refused to follow a ruling of the Third Cir- 
cuit under the 1939 Code*—now specifically 
incorporated in the 1954 Code -that the 
estate tax did not apply to an annuity 
bought by an employer for an employee 
who had elected a smaller annuity during 
his lifetime in order to provide survivorship 
annuity for his wife. 

Despite the Fidelity-Philadelphia Trust Com 
pany there 
tinue to be dangers in the income tax area 


decision, would appear to con 


t 


in combining an annuity with another type 
of policy \ court, following an 
earlier decision of the Eighth Circuit, held 
the: where a taxpayer first 
sin» le-premium endowment 
three years later purchased a 
deferred annuity from the 

still later agreed that the 
combined 
count with the combined balance of the cas! 


district 


purchased a 
contract, then 
single-premium 
same company, 
and two poli 1¢es 


should be into a single-fund ac 
surrender values paid in annual installments, 
the taxpayer could not exclude from income 
any portion of the annual installments. The 
court recognized that 
dowment contract should be excluded from 


proceeds of the en 


income to the extent of basis but said that 
unable to show 


installments were 


because the taxpayer was 
what part of the annual 
attributable to the endowment 
distinguished from the annuity, he 


entire amount in net income. 


contract as 
must 
include the 


(1942); Mearkle Estate v. Commissioner, 42-2 
strc © 10,193, 129 F. (2d) 386 (CA-3): and Com- 
missioner v. Wilder Estate, 41-1 ustc {4 10,040 
118 F. (2d) 281 (CA-5), cert. den., 314 U. S 
634 (1941) 

" Higgs Estate v. Commissioner, 50-2 ust 
"10,782, 184 F. (2d) 427 (CA-3). Also cf 
Wishard v. U. 8., 44-2 ustc § 10,135, 143 F. (2d) 
704 (CA-7) 

* 1954 Code Sec. 2039(c). 

% Zimmermann v. U. S., 
(DC Mo.). 


§ 9457 


58-1 ust< 


TAXES —The Tax Magazine 





Of considerable interest is a decision of 
the Tax Court in July of this year that the 
sale of an endowment policy to the policy- 
holder’s law partners 12 days before matur- 
ity for a few dollars less than maturity value 
resulted in capital gains consequences rather 
than the ordinary income 
which would have ensued if the policyholder 
had held the policy to maturity.* Under 
somewhat similar facts, the Court of Claims 
held two weeks later that the sale of an 
annuity contract to the policyholder’s in- 
surance agent (whom the court found to be 
acting in his individual capacity and not for 
the insurer) tor a few dollars less than the 


consequences 


cash surrender value for which the policy 
was turned in a few days later, resulted in 
The Court of Claims said 
that it would reach the result if an 
endowment contract involved. It ap- 
pears likely that the issue will go on to a 
court of appeals and possibly the Supreme 


ordinary income.” 
same 


Was 


Court for final resolution 


Accident and Health Policies 


course of the year the Com- 
a corporate em- 
and 


income-replacement 


During the 
missioner ruled that when 


ployer health 
pay- 


employee, who is not a 


purchases an accident 


policy providing 
ments for a single 


stockholder in the 


corporation, the corpora- 


tion deduct the premiums (provided 


may 


they constitute reasonable compensation) as 


and necessary business expenses 


ordinary 
and the employee may exclude from incom« 
both the premiums and—to a limited extent 
under the policy.“ The 
1 held to be 

the extent they qualify as wage-continuation 
105(d) of the 1954 
excludable only up 


work 


after seven days of illness except in the case 


-payments made 


ayments are excluded only t 


payments section 
Code (that , they are 
to $100 per from 


week for absence 


of personal injuries or hospitalization). By 

the same ruling holds that in the 
identical policy purchased by a 
or Tor 


himself, none of the pre- 


entire amount 


deductible, but the 
} 
i 


payments may be excluded from in- 
‘Percy W Phillips, CCH Dec. 23.077. 
No. 87 (1958) 
Arnfeld v. U. 8., 582 ustc § 9692 (Ct. Cls.) 
Rev. Rul. 58-90, I. R. B. 1958-11, p. 12 
The ruling makes no reference to purchase 
of a policy by a partnership, but presumably 
the principle applied to sole proprietors would 
ordinarily apply to partners See 1954 Code 
Sec, 7O7(a) and (c) 
5 See 1954 Code Sec. 106 
*Casale 1 Commissioner, 
247 F. (2d) 440 (CA-2), 
26 TC 1020 (1956) 


30 TC 


57-2 usté 


rev'g CCH Dee 


9920, 
21,921, 


Life Insurance 


come under Section 104(a)(3) of the 1954 
Code.” The ruling is significant, first, be- 
cause it had been thought in some quarters 
that in view of the statutory reference to 
a “plan,” premiums paid on a policy on a 
single employee might not qualify for exclu- 
sion from income “—which fear now seems 
to be put to rest—and, second, because of 
the discriminatory way in which employee- 
stockholders of a closely held corporation 
would apparently be treated. In ruling on 
deductibility by the corporate employer, note 
is made of the fact that the employee is not 
a stockholder and that the corporation “‘is 
not directly or indirectly a beneficiary under 
the policy”; the implication may be that if 
the facts were different, the premiums might 
a dividend to a employee- 


and 


be regarded as 
stockholder—taxable to the employee 


not deductible by the corporation. 


Stock-Purchase Agreements 


The Treasury’s attitude toward treating 
held corporation 


holders as one for tax purposes has recently 


a closelv and its stock- 
substantially 
the « 


® and Sanders ™ 


been pointed up, and 
knocked down, in three 


Casale,” Prunier 


pretty 
cases 1n ourts 
of appeals 

1 , -k-purcl rreements funded 
involving stockK-purcnhase agreements tunde 
by life 

TI 
he sé 


ingly popular in recen 


insurance. 


agreements 


+ 


reement provides that 


ft one or 


more 


corporation, the 


rs sl all be obliga 


oration 


the agreement 


My assures 


without interterence 


guarantees the estate 


ld 


holder a ready market 


stock at a price fi 


} 


rreatest familiarity 


in the absence 
fixes the v: iua 


9 ust © 10,015 


‘ 


© Prunier v. Commissioner, 57-2 ust 
248 F. (2d) 818 (CA-1), rev’'g CCH Dee. 22,32 
28 TC 19 (1957) 

1 Sanders v. Fox, 58-1 wus " 9415 
rev'g 57-1 ustc { 9661, and 57 
F. Supp. 942 (DC Utah) 

>See ‘Summary of Information on Corpora 
tion Life Insurance,’’ Business Service Bulletin 
(United States Department of Commerce, rev 
1956), p. 35: ‘“‘Funding with Life Insurance.”’ 71 
Harvard Law Review 687 (1958); White, Busi- 
ness Insurance (New York, Prentice-Hall, 1956) 


(CA-10) 
ustc { 9794, 149 


9 
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and inheritance tax purposes.“ To make 
sure that the agreement can be carried out, 
insurance is purchased, at the time ‘the 
agreement is entered into, on the life of each 
stockholder whose stock is subject to the 
agreement in an amount equal to, or ap- 
proximating, the predetermined price. 


There are no particular legal problems 
taxwise if the surviving stockholders are to 
be the purchasers and they pay out of their 
own individual pockets the premiums neces- 
sary to maintain the insurance until the 
stockholder’s death. This is frequently im- 
practical, however, for in many cases the 
stockholders have no reserves from which 
to pay the premiums except out of distribu- 
tions by the corporation in the form of 
taxable dividends or taxable compensation. 
The problem arises if the premiums are paid 
directly by the corporation and the proceeds 
used to acquire the stock, and there are two 
facets to the problem in such case: tax 
treatment of the premiums and tax treat- 
ment of the proceeds. 


It has long been settled that if a corpora- 
tion pays the premiums on insurance on the 
life ot one of its stockholders or employees, 
the stockholder or employee has the sole 
right to designate the beneficiary, and the 
corporation has no imterest whatever—di- 
rect or indirect—in the policy itself; the 
payment of each premium represents a tax- 
able dividend or taxable compensation to 
the stockholder, or employee, as the case 
may be.” Thus, it has been held that where 
an agreement has been entered into under 
which insurance is purchased at corporate 
expense on the life of a particular stock- 
holder who is permitted to designate the 
beneficiary of the policy in exchange for his 
promise that on his death his stock will 
become the property of the surviving stock- 
holders, each payment of premiums consti- 
tutes a taxable dividend.” Consistent with 
this, the Ninth held last year, re- 
versing the Tax Court in the Doran case,” 


Circuit 


that where the government failed to tax as 
current dividends the premiums on a policy 


Bensel, 38-2 ustc 
§ 9593, 100 F. (2d) 639 (CA-3), aff'g CCH Dec. 
9701, 36 BTA 246 (1937); Lomb v. Sugden, 3%-1 
ustc § 9158, 82 F. (2d) 166 (CA-2); Estate of 
Lionel Weil, CCH Dec. 20,570, 22 TC 1267 
(1954), acq., 1955-2 CB 10; Estate of Ray 2. 
Tompkins, CCH Dec. 17,325, 13 TC 1054 (1949). 
Also see Regs. Secs. 20.2031-2(h) and 20.2031-3, 
estate tax regulations under the 1954 Code. Cf. 
Helen 8S. Delone, CCH Dec, 15,175, 6 TC 1188 
(1946). 

*O. D. 627, 3 CB 104 (1920); Yuengling v. 
Commissioner, 4 ustc { 1257, 69 F. (2d) 971 
(CA-3, 1934), aff'g CCH Dec. 7937, 27 BTA 782 
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The great change that has occurred in 
America in the last generation 

has been the rise of the middle class 
family. If we define the middle 
class family as one with an annual 
income of from $4,000 to $8,000 
we find that today 43% of the 
families are in this bracket as 
compared with only 15% in 1935, 
speaking in terms of constant 1957 
dollars.—Norman Strunk, executive 
vice president, United States 
Savings & Loan League, Chicago. 


which had been assigned to a trustee under 
an arrangement which permitted the pro- 
ceeds to be used to acquire stock of the 
insured for the survivors, it could not tax 
the proceeds as a dividend to the survivors, 
as nothing passed out of the corporation to 
the stockholders at the insured’s death. 


The three recent courts of appeals cases 
to which reference was made have been on 
the question of whether the results should 
be the same when the stock is to be acquired 
by the corporation itself rather than the 
survivors. The Tax Court and one district 
court said “yes” under the facts before 
them, but the Courts of Appeals of the 
First, Second and Tenth Circuits reversed, 
holding that if during the lifetime of the 
insured, the insurance is a corporate asset 
subject to claims of the corporation's cred- 
itors and the proceeds are to be used for 
the benefit of the corporation, the premiums 
are not taxable as dividends to the stock 
holders 


Commis 
with a deferred- 
rather than with 
a stock-purchase agreement, but the prin 
ciples involved are applicable to both. The 
corporation there involved had_ obligated 
itself to pay a pension to its president, who 
owned 98 per cent of its stock, beginning 


The first of the cases, Casale v 
stoner,” concerned 


compensation agreement 


Was 


Bonwit, 37-1 ust 
(CA-2); cf. Lewis v 
€ 9137, 140 F. (2d) 735 


(1933); Commissioner v. 
©9104, 87 F. (2d) 764 
O’Malley, 44-1 ust 
(CA-8). 

® Paramount-Richards Theatres, Inc. v. Com- 
missioner, 46-1 ustc { 9170, 153 F. (2d) 602 
(CA-5), aff'g CCH Dec. 14,085(M), 3 TCM 806 
Also see Earl E. Jameson, CCH Dec. 12,400-F, 
BTA Memo (1942) 

* Doran v. Commissioner, 
246 F. (2d) 934 (CA-9), 
21,738(M), 15 TCM 629. 

* Cited at footnote 59. 
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at age 65 provided he was still then an em- 
ployee, or $50,000 cash to his nominee if he 
died before reaching 65, and it had procured 
a combination insurance-annuity contract on 
his life in substantially the same amounts 
as a means of funding the agreement. The 
Tax Court held that in view of the in- 
sured’s complete domination of the com- 
pany, retention by the corporation of vari- 
ous policy rights (such as the rights to sell, 
borrow on the policy, receive dividends and 
to designate the beneficiary) were meaning- 
less, and that the real benefit of the policy 
flowed immediately to the insured, with the 
result that the premiums should be taxed 
to him as dividends as paid. The Second 
Circuit disagreed, saying that the corpora- 
tion and its principal stockholder were 
not to be treated as one for tax purposes, 
that issuance of the policy and payment of 
the premiums had added nothing to the 
taxpayer’s contractual right to deferred 
compensation and that retention of the pol- 
icy rights by the made the 
policy an asset available in the event of in- 
solvency to all the corporation’s creditors, 
of whom the insured would be only 


corporation 


one 


In both of the other cases, Prunier v. Com- 
missioner ™ and Sanders v. Fox,” there were 
stock-purchase agreements under which the 
corporation was to acquire the stock of the 
insured upon his death. Both the agree- 
ments and the corporate minutes were in- 
eptly phrased in Prunier; the stockholders 
were brothers and each brother was named 
as beneficiary in the policies on the life of 
the other, and the brothers retained the 
right to change beneficiaries, vet the min- 
utes indicated that the proceeds were to be 
used to acquire the stock for the corpora 
tion. Under these circumstances, the Tax 
Court held that the surviving brother—not 
would be the 
ficiary and, thus, that the premiums should be 
taxed as dividends when paid. The First 
Circuit said, that the real bene- 
ficial owner was the corporation, that under 
entitled to 
the proceeds after payment of the premiums 


the ce rporation— real bene- 


however, 


state law the corporation was 
even if the surviving brother 
that the 


“enriched” by collecting the proceeds even 


was named as 


beneficiary, corporation would be 


if they were converted into treasury stock, 


and that corporate rights and benefits must 
be treated separately from stockholder rights 


and benefits for tax purposes 


* Cited at footnote 60 

” Cited at footnote 61 

* Jsaac May, CCH 
(1930); Cummings vv. 
{ 1360, 73 F. 


Dec. 6187, 20 BTA 282 
Commissioner, 4 ust 
(2d) 477 (CA-1, 1934), aff'g CCH 
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| cannot withhold by feeling that . . . 
no other problem looms so large 

or acquires such importance as the 
basic question of whether man 

can save and enhance the freedoms 
which are at once our heritage from 
the past and our trust for 

the future —H. Rowan Gaither, Jr. 
chairman of the trustees of the 

Ford Foundation, New York City. 


In Sanders a formal agreement obligated 
the corporation to purchase insurance on 
each stockholder and pay the premiums so 
earnings were available for such 
It provided for ownership of the 
policies by the corporation, but permitted 
each insured to name the beneficiary of the 
policy on his life so long as the corporation 
continued to pay the premiums; it further 
provided that on the death of a stockholder, 
the corporation was to acquire his stock for 
a price to be fixed under a formula in the 
agreement, with the proceeds of the policy 
on such stockholder’s life to be applied 
against such price. In no event was the 
beneficiary to receive less than 
the proceeds ot Che district 
efiect the stockholders 
that benefits flowed 
to both from payment of the premiums and 
that the premiums should be regarded as 
dividends. The Tenth Circuit found no 
present taxable benefit to the stockholders, 
stock must be 
designated beneficiary to 
that the situation 
corporation had 
agreed to pay a fixed amount on a stock- 
older’s death to his nominee 
for his stock and had named itself as bene- 


long as 


purpose 


designated 
the policy 
held that in 


were the 


t 


court 


corporation, 


pointing out that the 
rendered for the 


sur- 


receive the proceeds and 


Was 


precisely as if the 
: hanee 
in exchange 


ficiary of the insurance policy 


the proceeds.—Although 
favorable stockhold- 
taxability of the 


Treatment of 
these cases are to the 
vith respect to 


they do not 
subsequent tax 


pre- 
the question of 
treatment of the pro- 


a number of cases 


de« ide 


ceeds. There have been 


has been held that when a cor- 
poration retains ownership of all the rights 


in which it 


in a policy up to the date of a stockholder’s 
death, a pro-rata distribution of the proceeds 
upon the stockholder’s death 
dividend at But 


constitutes a 


such time.” none of the 
Dec 
missioner, 40-2. ust 
(CA-3), aff'g CCH 
(1939) 


8189, 28 BTA 1045 (1933); Golden v. Com- 
7 9565, 113 F. (2d) 590 
Dec. 10,652, 39 BTA 676 
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The eighty-odd provisions in the 
Technical Amendments Act of 1958 are 
a poor substitute for 

tax revision and reform. Undoubtedly 
some of the amendments were 
necessary, but the chief result of 

the Act is to patch up a cumbersome 
and antiquated revenue code which 
would be better replaced.—Chamber 
of Commerce of the United States. 


cases involved use of the proceeds by the 
corporation to redeem the deceased stock- 
holder’s stock in the hands of this estate. 
Insofar as the estate is concerned, if all 
of the stock held actually or constructively 
by the estate is redeemed, the estate will 
ordinarily have no taxable income upon the 
redemption; " or if the stock redeemed con- 
stitutes more than 35 per cent of the value 
of the gross estate or 50 per cent of value of 
the net taxable estate and the amount re- 
ceived does not exceed death taxes, and per- 
scial and administration expenses, the estate 
will have no taxable income upon the re- 
demption.” If, however, the estate or any 
beneficiary of the estate (whose stock is by 
law deemed to be constructively owned by 
the estate ™) any of the stock, the 
proceeds on redemption will ordinarily be 
treated as a taxable dividend to the estate 
to the extent of accumulated earnings and 
profits of the corporation unless the ratio 
of the outstanding voting and common stock 
owned actually and constructively by the 
estate after the redemption is less than 80 
per of the such stock owned 
actually and constructively prior to the re- 
demption, so as to constitute a “dispropor- 
tionate redemption” as defined in the law.” 
The 


are not 


retains 


cent ratio of 


tax to the survivors 
It might be thought that 
since the entire proceeds are paid over to 
the of the stockholder 
whose stock is redeemed, there is nothing 
passing to the which tax can 
be imposed. Nevertheless, two recent stock 


redemption cases (not, however, involving 


consequences 


so clear. 


estate or nominee 


survivors on 


™ See 1954 Code Secs. 302(a), 302(b)(3) and 


1001, providing for recognition of gain to the 
extent of the excess of the proceeds over basis. 
But since the amount received will ordinarily 
fix the fair market value of the stock at date 
of death (see footnote 63), which in turn fixes 
the basis of the stock in hands of the estate 
(Sec. 1014), the recognized gain will be zero. 
(Also see, in this connection, Zenz v. Quinlivan, 
54-2 ustc § 9445, 213 F. (2d) 914 (CA-6), and 
Rev. Rul. 55-745, 1955-2 CB 223, involving a 
sale of part of an individual's stock to other 
stockholders and part to the corporation.) 
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the use of life insurance) raise a serious 
question in this connection. In Lomws H. 
Zipp,” both the Tax Court and the Sixth 
Circuit on appeal held that where a father 
purported in 1947 to convey 46 of 48 shares 
of stock he owned in a company to his two 
sons, who already owned other shares in 
the company, but the sons immediately en- 
dorsed the certificates for the 46 shares in 
blank and turned them over to the father’s 
attorney, and the sons subsequently decided 
to obtain control of the company from the 
father by use of funds loaned to the com- 
pany, an amount paid by the company to 
the father in 1950 for redemption of his 
remaining two shares—an amount equal to 
the approximate value of 48 shares—con- 
stituted a taxzble dividend to the sons. The 
opinions in this case are easily explained 
with respect to of corporate funds to 
enable the sons to acquire 46 of the 48 
shares, but the courts failed to distinguish 
the funds used by the corporation to ac 
quire the other two shares for itself. It was 
held that the effect of the 1950 transaction 
was to enable the sons to acquire all of the 
father’s stock. 


use 


In Joseph R. Holsey,” now pending on ap- 
peal in the Third Circuit, a 50 per cent 
stockholder assigned an option to acquire 
the remaining 50 per cent of stock to the 
corporation, which promptly redeemed the 
stock subject to the option, and the Tax 
Court held that the redemption constituted 
a dividend to the continuing stockholder. 
Elimination of the former stockholder’s in- 
terest required to comply with the 
terms of an automobile franchise issued to 
the corporation, but the court applied a 
“benefit test” to the transaction, holding 
that “it would not be the business of a cor- 
poration to use its earnings to redistribute 
its amongst stockholders,” and that 
the redemption really benefited the continu 
ing stockholder. The underlying premise of 
to 
earlier decisions in both the 


Was 


ste ck 


be contrary to 
Tax Court and 
the circuit courts that the use of corporate 


these decisions appears 


funds to acquire a particular stockholder’s 


stock, through the use of insurance pro 

®™ See 1954 Code Secs. 303 and 1001, and foot- 
note 71 

™ 1954 Code Sec 

™ 1954 Code Secs. 
316. To the extent 
earnings and profits, 
be taxable. See Sec. 
footnote 71. 

7% CCH Dec. 22,358, 
58-2 ustre § 9546 (CA-6) 

7% CCH Dec. 22,522, 


318(a)(2)(A) 

302(a), (b)(2), (ce), 301(c) 
that the proceeds exceed 
they will ordinarily not 
302(c)(2) and (3) and 


28 TC 314 (1957), aff'd 


28 TC No, 107 (1957) 
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The cost of all the government's 
activities in 1916 . . . was only 
about half of what we now 

spend in one week. . . . Total 
budget expenditures in the fiscal 
year 1916 amounted to 713 million 
dollars.—Maurice H. Stans, director, 
United States Bureau of the Budget. 


ceeds or otherwise, may be in furtherance 


ot a proper business purpose 

and that acquisition of stock by a corpora 
tion, and by its stockholders, are not the 
same thing for tax purposes.” Zipp and 
Holsey extend far beyond earlier decisions 
to the effect that where a corporation steps 
into the stockholder 
contracted to buy out another, the remain 
ing stockholder is deemed to have a taxable 
dividend.” Nevertheless, the Zipp and Holsey 
cases point up a possible danger to the sur 
viving stockholders on use of insurance 
proceeds by a corporation to acquire the 
stockholder’s stock at his death 
which the Casale, Prunier and Sanders cases 
do not dissipate. In fact, in Sanders,” where 
the premiums were held not taxable as divi- 


corporate 


shoes of a who has 


insured 


dends, the circuit court said: 


“Upon the death or withdrawal of a stock- 
holder, tax complications including the pos 
sibility of constructive dividends mav 
arise, but must await a clearer view.” 


Accumulated earnings tax.—There is also 
one further problem in this area as to which 
a danger signal has been raised within the 
year. In Pelton Steel Casting Company,” both 
the Tax Court and the Seventh Circuit ap 
proved imposition of the special surtax on 


unreasonable accumulations of earnings ™ of 


a corporation which used its earnings, to 


gether with borrowed funds, to redeem all 


of the stock of its two largest stockholders, 


H, F. Asmussen, CCH Dec. 9808, 36 BTA 
878 (1937) Bernard A. Armour, CCH Dec 
12,810-F, BTA Memo (1942): Fred F. Fischer 
CCH Dec. 15,979(M), 6 TCM 520; Emeloid v 
Commissioner, 51-1 ustc % 66,013, 189 F. (2d) 
230 (CA-3); Prunier v. Commissioner, cited at 
footnote 60; and Sanders v. Fox, cited at foot 
note 61 

% Emeloid v. Commissioner, cited at footnote 
77: Casale v. Commissioner, cited at footnote 59 
Prunier v. Commissioner, cited at footnote 
60; and Sanders v. Fox, cited at footnote 61 

” Wall v. U. S., 47-2 uste 7 9395, 164 F. (2d) 
1462 (CA-4);: Frank P. Holloway, CCH Dec 
18,722(M), 10 TCM 1257, aff'd, 53-1 ustc { 9378, 
203 F. (2d) 566 (CA-6) Also see Thomas J. 
French, CCH Dec. 21,730, 26 TC 263 (1956): 
and Miller v. Commissioner, 57-2 ustc 9813, 
247 F. (2d) 206 (CA-7), rev’'g CCH Dec. 21,690, 
26 TC 151 (1956) 


Life !nsurance 


cent of the 
two earlier 


who together owned 80 per 
stock of the corporation. In 
cases the court had refused to apply the tax 
where 


on unreasonable accumulations cor- 


porate earnings were used to acquire the 
interest of a minority stockholder which might 
otherwise fall into unfriendly hands,” and both 
the Tax Court and court of appeals (while 
not saying they now approve of the earlier 
cases) place considerable emphasis on this 
The Tax 
benefit 
remaining than to the 
corporation from redemption of the stock. 
\ short time ago, however, the Tax Court 

the Penn-Needle case“ refused to apply 

unreasonable accumulations tax 

of the stock of one of two equal stock- 
holders redeemed following 
dispute two stockholders, 
to redeem 


distinction in the Pelton case 
Court also emphasizes the greater 


to the stockholder 


where 


Was a serious 


between the em- 


phasizing th 


the stock. 


There appear to be no 


] ne f “olan” 
absence ol a pian 


cases spe cifically 


+ 


involving the imposition of the unreasonable 
accumulations tax On account of use of cor- 
poration funds to pay premiums on policies 
covering the lives of its stockholders pur- 
suant to a stock-redemption “plan.” A dis- 
trict court in Colorado held last December 
that setting aside corporate funds under a 
self-insured “key man” plan did not constt- 
tute an unreasonable accumulation of funds * 
seem that an even 
made out in an insured plan 


corporation loses partial control 


would stronger 


might be 


and it 
case 
where the 
oft the 
able 
corporations which have total accumulated 
earnings of less than $60,000 (which amount 
has been increased to a $100,000 under the 
Small Act.” and 
thus does not affect most small, closely held 
also not likely to be in- 


event 


unreason- 
ft apply to 


funds. In any event, the 


accumulations tax does ni 


Business Tax Revision 


businesses, and is 


volved in any unless the premiums 


and accumulations for other purposes are 

® Cited at footnote 61 

S§CCH Dec. 22,344, 28 TC 153 
58-1 ustc 9 9179, 251 F. (2d) 278 (CA-7). 

= See 1954 Code Secs. 531 and following 

3 Dill Manufacturing Company, CCH Dee 
10,712, 39 BTA 1023 (1939), nonacq., 1939-2 CB 
17: and Gazette Publishing Company v. Self, 
52-1 ustc § 9293, 103 F. Supp. 779 (DC Ark.). 
Cf. Hedberg-Freidheim Contracting Company, 
CCH Dec. 22,071(M), 15 TCM 1433; and KOMA, 
Inc., CCH Dee. 17,415(M), 8 TCM 1064, aff'd, 
51-1 uste { 9295, 189 F. (2d) 390 (CA-10) 

* Penn Needle Art Company CCH 
23,000(M), 17 TCM 504 

Bradford-Robinson Printing 

U. §S., 58-1 ustc § 9262 (DC Colo., 

* Enacted September 2, 1958. 


(1957), aff'd, 


Dec. 


Company 1 
1957) 





substantial in relation to the company’s net 
income and capital structure. 


It would seem, in view of what has been 
said, that while the Casale, Prunier and 
Sanders cases have reduced some of the tax 
hazards which momentarily appeared in the 
use of life insurance to fund stock-purchase 
agreements, there are certain precautions 
which should nevertheless be taken if divi- 
dend consequences are to be avoided: 


(1) If the corporation pays the pre- 
miums, the agreement should clearly pro- 
vide that the corporation—and not the 
stockholders—will acquire the stock of the 
insured at his death. 

(2) It should be reasonably clear that 
the corporation has a valid business pur- 
pose for acquiring such stock at the death 
of the insured stockholder and such pur- 
pose should be recorded in the corporate 
minutes or agreement itself 


(3) If the fellow stockholders of the in- 
sured have any right or obligation to ac- 
quire the stock of the insured, such right 
should preferably not be assigned, nor such 
obligation assumed, by the corporation, but 
should be canceled by agreement between 
the insured and his fellow stockholders. 


(4) The corporation should normally be 
designated a beneficiary of the insurance. 
If the insured is given a right under the 
contract to nominee as the 
beneficiary, the corporation should never- 
theless retain all the incidents of ownership 
in the policy, including the right under the 
policy to change the beneficiary. 


designate his 


(5) The corporation should avoid any 
steps to place the insured beyond the reach 
of the corporation’s creditors during the 
insured’s lifetime. 


(6) The corporation should at all times 
treat the insurance as an asset and thus 
should not attempt to deduct the premiums. 

(7) The redemption price should be an 
arm’s-length price, taking into account ad- 
justments in both and 
in value up to the date of death 
value to the corporation of the 


87 Sec. 409, 


decreases 
and the 
insurance 


increases 


Revenue Acts of 1918 and 1921; 
Sec. 315(b), Revenue Acts of 1924 and 1926, 
amended by Sec. 803(c), Revenue Act of 1932; 
1939 Code Sec. 827(b), amended by Sec. 411(a), 
Revenue Act of 1942; 1954 Code Sec. 6324(a)(2). 
Also see Sec. 316, Revenue Act of 1926; 1939 
Code Sec. 900, amended by Sec. 411(b), Revenue 
Act of 1942; and 1954 Code Sec. 6901, providing 
summary collection procedures for enforcing 
such liabilities. Liability to the government 
under these procedures is not limited to the 
tax attributable to life insurance proceeds, but 
extends to the full amount of the tax or the 


750 


October, 1958 @ 


itself, and should preferably not be merely 
the amount of the insurance proceeds, irre- 
spective of other factors. 

(8) Wherever possible, the agreement 
should provide for the redemption by the 
corporation of all the stock actually owned 
by the insured or which will be considered 
as constructively owned by his estate, or 
at least for such number of shares as will 
constitute a “disproportionate redemption” 
within the meaning of the Code. 

(9) If the agreement provides for acqui- 
sition of the stock of a majority stockholder, 
the corporation should proceed with caution 
and should make every effort to maintain 
its accumulated earnings (including premium 
payments) below the $60,000 ($100,000) 
minimum, or within the bounds of reason 
with respect to its other corporate needs. 


Tax Collection and 
Life Insurance Proceeds 

Che Supreme Court in June cleared the 
air on the extent to which the government 
can reach life insurance proceeds in the 
hands of a beneficiary for income tax obli- 
gations of the insured which before 
his death. 


arose 


There have been two types of cases in 
which the government has sought to reach 
such proceeds: (1) cases in which the gov- 
ernment has claimed a personal liability on 
the part of the beneficiary irrespective of 
whether the tax obligation was assessed (or 
even known to exist before death) and (2) 
cases in which it has claimed a lien on ac- 
count of an assessment before death. 
Personal liability—Since 1918, a life in- 
surance beneficiary has been personally 
liable by statute for the federal estate tax 
imposed on the estate of the insured, to the 
full extent that the proceeds are included in 
But 


spe- 


the estate for estate tax 


there 


purposes.” 
similar statute 
liability on a 
obligations of 


has never been a 
imposing personal 
beneficiary for income tax 
the insured and—-except in the case where 


cifically 


the insured’s estate is named as beneficiary 


and liability is therefore obvious “—the gov- 


proceeds subject to tax, whichever is _ less. 
These provisions are obviously invoked only 
when the estate itself is unable to meet the tax. 
Under other provisions of the Code, in the 
absence of a contrary provision in the decedent's 
will, the beneficiary is liable to the executor 
for the portion of the tax attributable to inclu- 
sion of the insurance proceeds in the estate for 
tax purposes (1954 Code Sec. 2206). 

See Kieferdorf v. Commissioner, 44-1. ustc 
§ 9323, 142 F. (2d) 723 (CA-9), aff'g CCH Dec 
13,044, 1 TC 772 (1943) 
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In 1957 motor trucks comprised 16% 
of vehicles in use and paid 33% of 
all motor vehicle taxes.— 

Automobile Manufacturers Association. 


ernment apparently made little or no attempt 
prior to about 1944 to reach any part of life 
insurance proceeds in the hands of a benefi 
ciary for income tax obligations which arose, 
but were not assessed, prior to death. 


1944 there have been at least 15 
reported cases in which the government has 


Since 


attempted to assert such liability against a 
beneficiary. In most of 
government sought to invoke the provisions 
of Section 311 of the 1939 Code (now Sec 
tion 6901 of the 1954 Code), which author- 
izes the Commissioner to utilize against a 
transferee of property of a taxpayer having 
a “liability, at law or 
obligations of the 


these cases the 


in equity” for the 
transferor, the same sum 
mary procedures for the collection of in- 
come available against the 
taxpaver himself; in these cases the govern 


taxes as are 


ment issues a deficiency notice against the 
transferee, just as it would against a tax- 
payer, and the transferee, if he 
files an appeal with the Tax Court denying 
liability.” In a few 
has brought a bill in equity 


beneficiary in a federal district court 


chooses, 


cases the government 


against the 


Until the Supreme Court spoke earlier 
this summer, the lower courts were in hope- 
less confusion as to the principles of law 


involved in such cases; the Second, Fitth 


*° 1954 Code Secs. 6212, 6213. 

” Rowen v. Commissioner, 54-2. ust 
215 F. (2d) 641 (CA-2), rev’'g CCH Dec 
18 TC 874 (1952); U. S. vw Truar, 55-1 ust 
§ 9486, 223 F. (2d) 229 (CA-5), aff'g DC Ga. 
Stern v. Commissioner, 57-1 usrce £ 9429, 242 F 
(2d) 322 (CA-6), rev’g CCH Dee. 21,540(M), 15 
TCM 114, aff'd (but not on this point), 58-2 
ustc { 9594 Also see Tyson v. Commissioner, 
54-1 ustc § 9353, 212 F. (2d) 16 (CA-6), rev'g 
CCH Dec. 19,722(M), 12 TCM 641 (1953); and 
U. 8. v. Wright, 55-2 ustc § 9714 (DCS. C.). 

*" Rowen v. Commissioner, cited at footnote 
90; Stern v. Commissioner, cited at footnote 90 
Tyson v. Commissioner, cited at footnote 90 
U. 8. v. New, 54-2 ustc § 9706, 217 F. (2d) 166 
(CA-7), rev'g (but not on this point) 54-2 ust 
{ 9474, 123 F. Supp. 312 

“ Rowen v. Commissioner, cited at footnote 
90; Truax v. Commissioner, cited at footnote 90 
Stern v. Commissioner, cited at footnote 90 
Florence Pearlman, CCH Dec. 14,136, 4 TC 34 
(1944), aff'd (but not on this point), 46-1 usr« 
§ 9151, 153 F. (2d) 560 (CA-3). 

* Pearlman v. Commissioner, cited at 
note 92: and Bess v. U. S., 57-1 uste % 9528, 
243 F. (2d) 675 (CA-3), vacating 55-2 ustc { 9673. 
134 F. Supp. 467 (DC N. J.), aff'd (but on dif- 
ferent grounds), 58-2 uste § 9595. 


© 9581, 
19,151, 


foot- 


Life Insurance 


and Sixth Circuits said that, in Section 311 
proceedings, there were two questions: (1) 
Was the payment of life 
ceeds a transfer of 


insurance 
within the 
was 


pro- 
property 
meaning of the statute, and (2) if so, 
at law or in equity” 
for the taxpayer’s obligation? * The Sec- 
ond, Sixth and Seventh Circuits agreed that 
federal law applied in determining the first 
question;” the Second, Fifth, Sixth and, 
originally, the Tax Court, agreed that state 
law applied in determining the second ques- 
The Third Circuit and the Tax Court 
(in all its later cases), on the other hand, re- 
garded the question as an indivisible one, to be 
determined entirely without regard to state 
law.” Applying these principles, the courts 
of appeals uniformly held that, as to the 


the transferee “liable, 


tion.” 


proceeds of a life insurance policy, a bene- 


ficiary is not “a transferee of property ot 


a taxpayer” within the meaning of the stat- 
ute, for “in no sense were the proceeds ever 
taxpayer,” and that, there- 
could be no liability to the full 
extent of the proceeds.“ But the Tax Court 
frequency of 
view tl 


property of the 


ore, there 
despite the reversals—per- 
at if the 
change the beneficiary 
and take down the cash surrender value up 
to the date of death, the beneficiary 
liable to the full extent of the 
The Sixth Circuit held that the beneficiary 
sur- 


sisted in the insured re- 


tained the right to 


was 
pre ceeds.” 
vas also not a transferee of the cash 
render value of a policy, such value having 
been extinguished at death, and, therefore, 
had no hability 
income tax 


even to that extent for the 


obligations of the insured.” 


Muller, CCH Dec. 16,354, 10 TC 
678 (1948): Eleanor Neely, CCH Dec. 17,135(M), 
8 TCM 698: Marjorie U. Sullivan, CCH Dec 
17,436(M)}, 9 TCM 2; Aura G. Bales, CCH Dec. 
20,347, 22 TC 355 (1954): Elfreda E. Wendell, 
CCH Dec. 21,580(M), 15 TCM 197; Mary Stou- 
men, CCH Dec. 22,3038, 27 TC 1014 (1957), 
pending on appeal in the Third Circuit; and 
Ruth Halle Rowen, Margaret A. Tyson, and 
Jean F. Stern, cited at footnote 90 Also see 
U. S. v. Goddard, 53-1 ustc § 9102, 111 F. Supp 
607 (DC N. Y., 1952). 

* Rowen v. Commissioner, cited at footnote 
90; Bess v. U. S., cited at footnote 93; Stern 
v. Commissioner and Tyson v. Commissioner, 
cited at footnote 90: and U. 8S. v. New, cited 
at footnote 91. The Fifth Circuit did not find 
it necessary to pass on this question in U. S8. 
v. Truax, cited at footnote 90 

* Florence Pearlman, cited at’ footnote 92: 
Christine D. Muller, Eleanor Neely, Marjorie U 
Sullivan, Aura G. Bales, Elfreda E. Wendell, 
and Mary Stoumen, cited at footnote 93: Ruth 
Halle Rowen and Jean F. Stern, cited at foot- 
note 90 

“Stern v. 


Christine D 


Commissioner, cited at footnote 90 





The Second Circuit held that the benefi- 
ciary was a transferee of the cash surrender 
value, but under applicable state law, in the 
absence of fraud or insolvency prior to 
death, had no liability to creditors of the 
insured (including the government) for ob- 
ligations which arose before death.” Both 
the Fifth and Sixth Circuits agreed with the 
Second Circuit that, aside from whether 
there was a “transfer” of the cash surrender 
values, there was no liability, in the absence 
of fraud or insolvency prior to death, under 
applicable state law.” The Third Circuit, 
on the other hand, while agreeing with the 
other circuits that there was no liability as 
to the full proceeds, held that despite the 
absence of fraud or insolvency prior to 
death, the beneficiary was liable, under 
principles of the “trust fund” doctrine en- 
forced in the federal courts, to the extent of 
the cash surrender value.” 


On June 9, 


Commissioner v 


the Supreme Court held in 

Stern, cited at footnote 90, 
and reaffirmed in U. S. v. Bess, cited at foot 
note 93, decided the same day, that Section 
procedural statute, that in 
ssment prior to death 


311 is a purely 
the absence of an ass« 
federal 


which the 


there is no statutory or decisional 


law on government can base lia- 
bility, and that the Tax Court and district 


7 Rowen v cited at footnote 
90 
si. S. vw. Truaz, cited at 
Stern v. Commissioner, cited at footnote 90 
*” Bess v. U. S., cited at footnote 93 
™ Alabama—Sec. 624, Tit A 
Alaska—Sec. 42-1-27, Comp. L. 1949: Arizona 
Sec. 20-1131, R. S. A Arkansas—Sec. 66-511, 
St. 1947, am'd Act 118, L. 1949; California 
Sec. 690.19, Code Civ Proc.: Colorado—Sec 
72-2-1, R. S. 1953: Connecticut—Sec. 6150, G. S 
1949: Delaware—Sec. 917, Tit. 18, Code 1953 
District of Columbia—Sec. 35-716, Code 1940, 
am'd P. I 307, 80th Cong. (1947) Florida 
Sec. 222.13. St. Ann., am'd Ch. 29861, L. 1955, 
and Sec. 222.14, St. Ann.: Georgia—Sec. 56-905 
Code Ann Hawaii—Sec. 8466.29, R. L. 1945, 
added Act 277, L. 1955: Idaho-—Sec. 41-1401 
Code 1947, am'd Ch. 26, L. 1949: Tlinois—Sec 
850, Ch. 73, Smith-Hurd Ann. St Indiana 
Sec. 39-4210, Burns’ St. 1933; Iowa—Sec. 511.37 
Code 1954 Kansas—Sec 10-414, G. S. 1949 
Kentucky—Sec. 304.691, R. S. 1955: Louisiana 
Sec. 647, Tit. 22, R. S. 1950, am’d Act 139, 
L. 1952: Maine—Sec. 159, Ch. 60, R. S. 1954: 
Sec. 21, Ch. 170, R. S. 1954; Maryland—Sec 
170, Art. 48A, am’'d Sec. 8, Art. 83, Ann. C. 1951; 
Massachusetts—Sec. 125, Ch. 175, G. L. 1932, 
am'd Ch. 42, L. 1933; Michigan—Sec. 2207, Act 
218, L. 1956: Minnesota—Sec. 61.14, St. Ann 
Mississippi—Secs. 308, 309, Code 1942; Missouri 
—Sec. 376.560, R. S. 1949 Montana—Sec. 
93-5814, R. C. 1947; Nebraska—Sec. 44-371, R. S. 
1943; Nevada——-Secs. 3656.83, 8844(14), Comp. 
L. Supp. 1931-41: New Hampshire—Sec. 408:2, 
R. S. A. 1955: New Jersey—Sec. 17:34-28, R. S. 
1937; New Mexico—Secs. 24-5-3, 24-5-5, St. 1953; 
New York-—Sec. 166, Ins. L.; North Carolina— 
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footnote 90; and 


Code 1940 
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courts alike must look to the applicable 
state law to determine whether the govern- 
ment has any enforceable claim as a cred- 
itor to any part of the insurance proceeds 
in the hands of the beneficiary. Under both 
the law of Kentucky, which was held ap- 
plicable in Stern, and the law of New Jer- 
which was held applicable in Bess, 
there is no liability of a beneficiary to an 
insured’s creditors except to the extent of 
premiums paid in fraud of creditors, and 
because there was no showing of such fraud 
in either case, the beneficiary was held to 


sey, 


have no personal liability as a transferee 
for the tax obligations of the in- 
sured. Since every state has some statutory 
provision sharply limiting lia 


income 


barring or 


bility of an insurance beneficiaryfor claims of 
the insured’s creditors,” the Supreme Court 
thus largely put to rest the question of per 
sonal liability that for nearly 15 years the 
lower courts had been completely unable to 


rest ‘Ive 


There is one type of situation where the 
courts have held a beneficiary personally 
liable to the extent of the full proceeds for 
the income tax obligations of the insured, 
which was not before the court or passed 
on in Bess and Stern. As previously 
tioned, a life insurance beneficiary is pet 


men 


Sec. 58-206, G. S., and Sec. 7, Art. 10, Const 
am'd 1931: North Dakota—Secs. 26-1017, 26-1018, 
R. C. 1943: Ohio—Sec. 3911.10, R. C. 1953, am'd 
N. B. 26, L. 1955; Oklahoma—Sec. 3631, H. B 
501, L 1957 Oregon—Sec. 739.405, R. S 
Pennsylvania—Sec. 517, Tit. 40, R. S Rhode 
Island—Sec. 13, Ch. 153, G. L. 1938, am'd Ch 
1883, L. 1947: South Carolina—Sec. 37-169, Code 
1952: South Dakota—Secs. 31.1509, 51.1805, Code 
1939: Tennessee—Secs. 56-1108, 56-1110, Code 
Ann.; Texas—Art. 3832a, Vernon's Civ. S. 1948 
Utah—Sec. 7823-1, Code 1953: Vermont—Sec 
9122, St. 1947: Virginia—Secs. 38.1-448, 38.1-449, 
Code 1950, added Ch. 317, L. 1952; Washington 

Sec. 48.18.410, R. C West Virginia—Sec 
3397, Code 1955, added Ch. 97, L. 1957: Wis- 
consin—Sec. 272.18(19), St. 1953: Wyoming 
252-514, Comp. S. 1945. Also see 38 USCA 454a 
relating to World War I War Risk Insurance 
and 38 USCA 816 relating to National Service 
Life Insurance. In Florence Pearlman, cited at 
footnote 92, the first of the insurance transferee 
cases, the Tax Court held that under the law 
of Pennsylvania, where a policy had been taken 
out or an individual substituted for the estate 
as beneficiary, during the insured's insolvency, 
the beneficiary was liable for the insured’s obli- 
gation at time of death, including income tax 
obligations. In Becky Osborne Hampton, CCH 
Dec. 23,051, 30 TC —, No. 67 (1958), and Helen 
BE. Myers, CCH Dec. 23,052, 30 TC . No. 68 
(1958), decided two weeks after the Supreme 
Court decision in Stern, the Tax Court held that 
under the laws of Tennessee and Missouri, re- 
spectively, a widow-beneficiary of insurance on 
the life of her husband was not under the cir- 
cumstances of those cases liable as a transferee 
for her husband's income tax obligations. 
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The way to perplexing extravagance 
is easy, but a return to frugality is 
difficult——-Grover Cleveland. 


statute for the federal 
estate tax imposed on the estate of the in- 
sured to the full extent that the proceeds 
are subject to the estate tax. At least two 
courts held a beneficiary 
of liability under ordinary circumstances, 
have said that if the estate tax, which could 
have been satisfied out of insurance on the 


sonally liable by 


which have free 


individual’s life, is paid out of assets in the 


estate so as to leave the estate unable to 
meet an tax obligation, the 
ment can assert liability against the 
ficiary for the income tax to the same extent 
as he would have been liable for the 
tax.™ This 


litigated 


income govern 


bene- 


estate 


question may continue to be 


Liens.—In the Bess case the government 
not only claimed personal liability of the 
beneficiary, but also asserted that, as to part 
of the insured’s income tax obligations, it 
had an enforceable lien against the proceeds 
in the hands of the beneficiary on account 
prior to death. The Su 


preme Court’s handling of this problem 


ot an assessment 


while not so conclusive—is far more inter 


esting than its 
lability 


and what was left 


handling of the personal 


problem, both for what was said 
unsaid in the Court's 


opmion 
‘ 


retusal 


federal tax tor whicl 


By statute,” upon neglect or 


a taxpayer to pay any 


he 1s liable, an automatic lien arises 


all property and rights to proper whet! 


real or personal, belonging to such pers« 


dating back to the date of assessment of the 


tax Chere has been a rash of cases in the 

mm. S. vw. Gilmore, 55-1 STé 
(2d) 167 (CA-5) 
Truaz, cited at 
57-2 § 9947 


{ 9425, 222 F 

with which compare U. 8S. 1 
footnote 90. Jeromer v. U. S 
57-2 ust 155 F. Supp. 851 (DC N. Y.) 

1954 Code Secs. 6321 and 6322, carrving 
over with minor modifications the provisions of 
1939 Code Secs. 3670 and 3671 

3 See Macatee, Inc. v. U. 8., 54-2 ust 
214 F. (2d) 717 (CA-5) 

m U7. 8. v. Trout, 42-1 uste § 9372, 46 F. Supp 
184 (DC Calif.): U. 8. v. Prudential Insurance 
Company, 44-1 ustc § 9216, 54 F 
Pa.); Smith v. Donnelly, 46-1 ustc § 9247, 65 F 
Supp. 415 (DC La.); U. S. v. Ison, 46-1 ust 
§ 9269, 67 F. Supp. 40 (DC N. Y.); Knox v 
Great West Life Assurance Company, 53-1 ust 
{ 9247, 109 F. Supp. 207 (DC Mich., 1952), aff'd 
54-1 uste { 9373, 212 F. (2d) 784 (CA-6); Kyle v 
McGuirk, 36-1 ustc § 9121, 82 F. (2d) 212 (CA-3) 
U S. v. Roark, 57-2 ustc $9883 (DC Mo.) 
U. 8S. v. Metropolitan Life Insurance Company, 
58-1 ustc § 9230, and 582 wustc { 9630 (CA-4) 


© 9550. 


Life Insurance 


Supp. 664 (DC 


lower courts in recent years in which it has 
repeatedly been held that such a lien extends 
to any taxpayer may have in an 
insurance policy on his own life—including 
the right to take down surrender 
value—and that such lien is fully enforce- 
life- 
The question of what happened to 
lien if it 


rights a 
the cash 


able against the insured during his 
time 
remained unenforced at 
The Sixth Circuit 
that for trans- 
value 


such a 
death was not so clear: 
had held in the Stern 
feree purposes, cash surrender 
death, and at 
district courts had followed this doctrine tn 
holding that a lien also did not survive;™ 
the Second and Seventh and at 
least two other district courts had held that 
the lien could be enforced against he pro 
hands of 
only to the extent of the cash 
and the 
apparently without success, 
hen ripened at death 


case 
was 
two 


extinguished by least 


Circuits 


ceeds in the the beneficiary, but 


value at the 


date of death;™ government con- 


tinued to argue, 
that the lifetime into 


¢ 
t 


a lien against 


In Bess the 


] . 
ne towel! 


he entire proce¢ ds 


Supreme Court agreed with 
red’s rights in 
“prop- 


against which 


courts that the insu 


the policy during lifetime constitute 
erty” or 
he federal 


even despite the 


“rights to property” 
lien may validly be asserted— 


existence Of an exemption 


1 


state law As to survival of the li 


+tt 


under 


receive 
accumulate 


Calif.) 
Cc Tenn.) 


Hixson, 58-2 ustc © 9688 (DC 
S. v. Kennedy, 58-1 ustc © 9500 (1 
Also see Schwarz v. U. S8., 51-2 uste § 9444, 191 


F. (2d) 618 (CA-4): U. S. v. Bellin, 57-1 vus1 
* 9265 (DC R. I1., 1956): and U. S. v 
58-1 ustc § 9436 (DC Fla.), involving annuities 
and Fried v. New York Life 

pany, 57-1 ustc § 9412, 241 F 

1956), cert. den., June 17, 1957 
ability benefits Also see [ 8. wv 
Company, { 9770, 137 F 
(DC N. H 


U. 8. vw 


Chambers, 


Insurance Com- 
(2d) 504 (CA-2 
involving dis- 
Rouce Shoe 
55-2 ust Supp. 786 
1956) 
Steele, 39-2 ustc § 9707 (DC N. Y.) 
and [ S. v. Hoper, 56-2 1 "9729, 144 F 
Supp. 281 (DC Iil.), rev 57-2 ustc § 9795, 242 
F. (2d) 468 (CA-7) 
l S. v. Behrens, 56-1 vst | 9294 
(2d) 504 (CA-2): U. 8S. v. Hoper 
note 105 Jeromer v. Ll 8., 
101; [ S. v. Equitable Life 
58-1 ustc © 9315 (DC Tenn.) 


230 F 
cited at foot- 
cited at footnote 


Assurance Society, 
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Elfrida Von Nardroff won $220,500 

on... ‘Twenty One” to 

become the biggest single program 

winner in the history of the 

quiz programs—but when Elfrida 

settles her Federal tax bill she will 

be allowed to retain only 21.1 

per cent of her winnings. Assuming 

that Elfrida has no other income, 

that she takes the standard deduction 

and that she has only one exemption 
Elfrida will be allowed to keep 

only $46,481.—Taxpayer's Dollar. 


miums paid in the past and held to covet 
the risk to be incurred in the future But, 
the Court said, with apparent ap- 
proval the district court case ot Jn re Ve- 
Kinney,” decided in 1883: 


‘Though 


legally the 


quoting 


this excess of premiums paid is 
property of the company, still in 
effect, though not in 
the moneys of the 


law, it is 
assured deposited with 
make up the 


practical 


the company in advance to 


deficiency in later premiums,” 
“Thus in > reality,” 
is In economic reality, 

Court “the 
insured’s 


the Supreme 
concluded, insurer pays the 
‘fund’,” or 
to which the lien continues 
to attach after death, “plus another amount 
pertorm the 


proceeds on the 


blush, 
in the hands of the insurer made 
deposits” by the insured 


beneficiary the cash 


surrender value, 


sufficient t insurer’s promist 


to pay the insured’s death.” 


At first the Court’s recognition of 
a “tund” 


up of “advance 


m7 15 F. 535 (DCN. Y.) 

ws See, for example, Equitable Life Assur- 
ance Society v. Brown, 213 VU. S. 25 (1909); 
Andrews v. Equitable Life Assurance Society, 
124 F. (2d) 788 (CA-7, 1941), cert. den., 316 
U. S. 682 Also see Krueger and Waggoner, 
The Life Insurance Policy Contract (1953), 
p. 83. Cf. New York Life Insurance Company 
v. Statham, 93 U. S. 24 (1876), involving un- 
usual circumstances where it would have been 
inequitable to free the insurer from liability 
for premiums paid under the level-term plan in 
excess of term premiums 

TU, S. v. Massachusetts Mutual Life Insur- 
ance Company, 42-1 ustc § 9342, 127 F. (2d) 880 
(CA-1); U. 8S. v. Penn Mutual Life Insurance 
Company, 42-2 vustce % 9623, 130 F. (2d) 495 
(CA-3): U. 8S. wv. Metropolitan Life Insurance 
Company, 41-2 ustc § 9642, 41 F. Supp. 91 (DC 
N. Y.), aff'd on other grounds, 42-2 ustc { 9609, 
130 F. (2d) 149 (CA-2); U. 8. v. Roark, cited at 
footnote 104 The usual remedy is a court 
order to the insured to surrender the policy 
and turn over the cash value to the government 
(U, 8. v. Roark and U. 8. v. Bellin, cited at 
footnote 104). Also see Knox v. Great West 
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conflict with the principle long 
accepted by the courts, including the Su- 
preme Court itself, that an insurer is not in 
possession of a fund for which it may be 
held answerable as a trustee, or in suit for 
an accounting, by a policyholder. It ap- 
pears probable that the Supreme Court did 
not mean to overrule this principle; the 
quotation from the McKinney case, which 
it apparently approves, recognizes that the 


seems to 


excess premiums are to be regarded as 
“moneys of the assured” only as a practical 
matter and “not in law,” and the Supreme 
Court itself carefully places the word “fund” 
in quotes, as if to emphasize that it will not 
find the excess premiums as belonging to 
the insured tor other Neverthe- 
decision may far-reaching 

insurance unrelated to 


purpe Ses, 
less, the have 
effects in cases 


taxation. 


Certainly one question left unresolved by 
the Court’s decision is the extent to which 
the insurer itself may be held directly liable 
to the government 
policy to which a lien has attached. 
been held by both the First and 
Circuits and in at two district 
that until proper election the surrender ot a 


for the cash value of a 
It has 
Third 
least courts 
policy, an insurer cannot be required to turn 
cash value to the 
On the other hand, the Fourth Circuit has 
specifically held, in a decision reconsidered 
after the Supreme Court's decision in Bess, 
that the cash value is a “fund” 
held by the insurance company tor the in 
sured, and that the government’s lien may, 
therefore, be directly enforced in an action 


over the government es 


surrender 


against the when the court 
cannot obtain personal jurisdiction over the 


insured,” 


insurer even 


Life Assurance Company and Fried v. Neu 
York Life Insurance Company, both cited at 
footnote 104. 

U7), S. v. Metropolitan Life Insurance Com- 
pany, cited at footnote 104. In Smith v, Don- 
nelly, Kyle v. McGuirk and U. 8. v. Hixson, 
cited at footnote 104, and in U. 8, v. Equitable 
Life Assurance Society, cited at footnote 106, 
the courts ordered the insurer to pay the cash 
value into court or over to the government, 
but the insureds were also before the courts 
In U. 8. v. Chambers, cited at footnote 104, the 
court ordered an insurance company to pay over 
accrued but unpaid annuities to the government 
and retained jurisdiction to order that future 
annuities also be paid to the government until 
its lien was satisfied. Ordinarily, a person 
holding property of a taxpayer against whom 
a lien has been asserted may not dispose of 
the property to the prejudice of the govern- 
ment after the lien is recorded; however, in 
recognition of the impracticability of expecting 
insurance companies to check lien records 
throughout the United States before making 
payments on individual policies, the Internal 
Revenue Service has ruled that in absence of 
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There have been several cases where the 
insured has been ordered to assign policies 
to the United States.” In one of these the 
court authorized sale of an annuity contract 
-~if the insured surrender **— 
and in another case, the court appointed a 


refused to 


receiver to borrow on a policy which had no 
cash surrender value.” In Bess, the only 
“property rights” of the insured in the 
policy, referred to by the Court, is the cash 
surrender value. Certainly in many cases 
exceed its 
Supreme 


of a policy will 
value. Did the 
prevent the government 


the sale value 


cash surrender 
Court mean to 
from taking that greater value, it it chooses, 
during the insured’s lifetime instead of tl 
And if not, would it permit the 
government to recover out of the proceeds 

hands of the 
just prior to death, in heu of a lower 
value? In many 
imminent, the sale value immediately prior 


to death might almost equal the proceeds 


i¢ 
cash value 
in the beneficiary the sale 
value 
when death is 


cash cases, 


These are problems that must await further 
| 


ecis1i0on 


The different results reached by the 


ourt 


Bess and Stern emphasize an 


important 


I 
lifference in procedure in resisting a tax 


claim in the Tax Court and in the district 


“xcept when the Commissioner 


a deficiency 1s 


may not make at 


SELECTED PROBLEMS IN THE USE 
OPTIONS—Continued from page 


per 
On the date of grant, a Clause 


would come within the amended 


of a variable price option, since 


price would have to be 85 pet 
market 


since the 


value on the date ot 

made to a 
market 
date of grant which is less than the market 


value on the Thus the 


only reference 


market value is to a value on the 


date otf exercise 
horrors of the Clause D options remain if 
stock subject to 


exercise Is 


value of the 
date of 


the market 


option on the greater 
(Footnote 110 continued) 
negligence, fraud or actual notice of the lien 
an insurer will not be liable to the government 
in making payments to an insured or beneficiary 
against whom a lien is outstanding (Rev. Rul 
56-48, 1956-1 CB 561) 

mU, S. v. Ison and U. 8S. v 


footnote 104 


Hixson, cited at 


Life Insurance 


other tax 
until a statutory notice of deficiency has 


assessment of income, gift or 
been issued and the taxpayer given an op- 
portunity to appeal the deficiency to the 
Tax Court.” If the 1 
peal, no 


taxpayer files an ap- 
may be 
jeopardy, until the case is 
disposed of by the Tax Court or (if 
is filed) by the appellate courts on review 

Many taxpayers, faced with a doubtful de- 


made, in ab- 
finally 
bond 


assessment 


sence of 


ficiency, elect, instead of filing an appeal 


with 


the Tax Court, to let the deficiency be 
asses ed, with the idea that they 
file claim for refund: then if 
not allowed administratively, f 


it district court or the 


su 
Cl 


Court’s decisions, an 


In a 


aims.’” In view of the fact that 


income tax 
which has 


| } 
assessed agalns 


been 


ficiary during his lifetime may 


1 
it 


after his death into the hands 


ciary, but an income t: 


unassessed at deatl may 


av ot ost states (except t 


insolvency), 


health with limited 


premiums paid after 


file an appeal wit 


assessment, 


And tor 
may, more and 
assessment provision 


when a Tax 


[The End] 


evel 


Conclusion 
If all the 
are met, it there 1s 


$21 (a), 


disposition is 


by Section 


made DV 
gain which results to the 


taxable to him when he 


stock he | beet 


as acquired It has 
Schwarz v. I S., cited at footnote 1 
m3 UU’. S. v. Trout, cited at footnote 104 
appointment of a receiver 
Roark, cited at footnote 104 
* 1954 Code Secs. 6213, 6861 
15 1954 Code Secs. 6213, 6861, 7481 and 7485 
16 See 28 USCA Secs. 1346, 1491: 1954 Code 
Secs. 6511, 6402, 7422 


also see l 
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indicated 
per cent or 


viously that if the option 
more of the fair market 


value of the shares subject to the option, 


price 
is 95 


all gain accruing to the optionee is taxed as 
a long-term capital gain. If 
spread of 6 to 15 points between the option 


and the tat 


there is a 


market value of 


taxable at 


price shares, 


that spread is ordinary income 


rates and, then, is added to the optionee’s 
basis in the stock, so that he 


gains ti: on any further 


pays a capital 


accretions in the 


reasons can and have 


tavore d 


wr denying 
compensation 
p of individu: 

advanced for 

e grounds that whi 

but merely 


t compensation, 


mbersome met} 


t 


mpensate ¢ 


iiter taxe 


their maximum 


preponderance ¢ 
required t 1 back te 


in taxes his ts 


} ' 
ue pal 


thie 


probably a 


but it seems no less valid 
d to attorneys, ph 
other s« 


ITE 1 axe at the 


vsicians, 10 


rokers and lf-emploved 
se Ine 


rat¢ 


called upon 


stock 


practitioner 


to ad\ 


( advise an optionee ol restricted 


option regarding the tax consequences ol 
before 
that the 


tax effect of such a course of conduct would 


his failure to exercise his 


option 


death, can safely inform his client 


be substantially the same as if the optionec 


were to exercise the option before his death 


Although this problem has been the subject 
rable legis 


ative administra 


October, 


of consid and 
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tive consideration, the state of the law at 
the present time is such that no benefit or 
detriment will be incurred 


which choice the optionee makes, assuming, 


regardless of 


of course, that the terms of his option are 
such that the optionee’s personal representa 
tive or beneficiaries rights 


have the same 


ot exercise as he 


The attorney advising the pet 
sonal representative of a deceased optiones 


possesses, 


who is 


can advise his client that he may (assuming 


the option’s terms permit) exercise the op 
allow it and 


tion, distribute it, to expire 


possibly sell it 


who is drafting a restricte: 


cuen 


advise his 
hibition 


plan may 
Oo Statutory pt 
post-mortem 


personal representative 


CxXCrcise 


ption 


optionee, nere 


fact 


a statutory tl 


lavoring 


option 


policy 


such terms in the 


price restricted stoc! 


grantor may provid 


} ; } | ' 
much tat a é ie desires in Makll 


provision tor a decline in the market value 


of the and if a valid 


used, the 


stock subject to option, 


variable price option formula 1s 
optionees will remain in a favorable 
fluctuations in. the 


the stock of the employer corporatior 


position 


market 


lless ot 


The following quotation, usually attributed 
best 


for and 


Lincoln, appears to sum up tl 


against the restricted stocl 


IciIes 


of the Internal Revenu: 


like this sort of thin 

ll find this the sort of thing they like.” 
[The End] 
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B Oo Oo K S Among this month's reviews of books of interest are More's 


biography and a guide to more effective oral communication. 


State Expediency 
Is Not Supreme Authority 


Thomas Mor Chamber 


Arbor Paperbacks, Tl niversit 
} 





from Utopia are opposed to all that the most 
up-to-date statesmen of Europe are thinking 
and doing.” 


The emergence of civilization is a struggle 
between two sources of power: the state 
and the individual. This struggle runs 
through the early Biblical stories of tribes 
and through later histories of kings, dynas- 
ties and religions. The supremacy and ex- 
pediency of the state seem to draw nations 
toward them like a pendulum, only to lose 
hold as the pendulum swings back. 
Perhaps stories of power struggles 
from history teach us nothing that 
there is nothing new under the sun, whether 
it was the community of Baal, a tyrannical 
government of Henry VIII or a modern 
They are one and the same in 
different dress and different times. It seems 
that governments rooted in 
the conscience of the individual hold the 
and for survival 


their 
these 


except 


police state 
foreordained 


greatest hope for man 


More’s biography is not an obvious analogy, 
but an analogy nevertheless, to the fates of 
two great nations in the world: one founded 
upon the doctrine, which More 
that state expediency are su- 
preme authority for all acts of government; 
the other nation founded first upon 
unalienable rights,” but governed by sub- 
servient laws. If ever a victory is to be 
declared between these powerful states, it 
will show, as More showed the world, that 
while the state may possess one’s body, it 
can never 


re ie cted, 


state and 


“those 


command one’s conscience or 


one "s Ss ul 


More 


tor treason 


was imprisoned and later beheaded 
He died a martyr’s death for his 
belief that while power and authority of the 
state are very, very high, nevertheless there 
are some things which the state cannot 
command. “More believed as Socrates be- 
lieved, that ‘the god had given him a station.’ 
And he strengthened himself, as 
had strengthened himself, with the convic- 


Socrates 


tion that no harm can come to a good man 
after death, and that the gods do not neglect 
him or his In Utopia and on the 
scaffold we those two 
of More’ 


affairs 


have great articles 


s creed os 


Effective Communication 


Oral Communication of Technical Informa- 
tion. Robert S. Casey. Reinhold Publishing 
Corporation, 430 Park Avenue, New York 
22, New York. 1958. 199 pages. $4.50. 

One of the 
Benchley 
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Robert 
that 


which made 
humorist 


pieces 


famous as a was 


October, 1958 @ 


which dealt with the presentation of a fin- 
ancial report. While Benchley’s presenta- 
tion of the financial report was intended to 
be humorous, the presentation of technical 
papers and technical reports is usually a 
very matter. This presentation is 
designed to add to the fund of 
knowledge—and too often it fails its pur- 
pose. The speaker may understand his sub- 
ject thoroughly; the listener may want to 
understand it as thoroughly; but, because 
of failure to “communicate,” understanding 
between the two parties is not 
plished. The ordinary book on how to make 
a speech will not do when technical intorma- 


serious 
listener’s 


accom- 


tion is to be conveyed from a_ speaker's 
mind to the minds of his audience, because 
it isn’t a making them 


ir seeing their viewpoint. Imparting under- 


question of laugh 


standing is a technique all its own. 


Mr Casey 


he chiet 


writes out of experience, as 
he is t chemist for the W. A. 
Sheaffer Pen Company has 
number of articles on chemistry 
and organizes information 
technical people get 


written a 


His book 
that 
their 


and 


assembles 
will help 
ideas. He has helpful hints on the presenta- 
tion of audio and visual aids and the prep 
aration of formally prepared talks. 


across 


Managers for United States 


Paul T. David 
Institu- 
tion, 722 Jackson Place, Washington 6, D. C 


Executives for Government 


and Pollock. The Brookings 


Ross 


1957. 186 pages. $1.50 
The insufficient supply of qualified political 
branch of the 


federal government and the essential issues 


executives for the executive 
connected with obtaining and keeping the 
nation’s top executive talent for the largest 
employer in the United States—our federal 
government—are the principal topics in this 
study. 

Various political, financial, prestige and 
factors which affect the grave 
shortage of top 
hashed with a view to finding solutions to 
the problems presented. The authors boil 
down all suggestions and new ideas on the 
problem to three alternative approaches and, 
in general, they seem to 
made by the Hoover 
suggestions include a variety of modest ad- 
justments by the government, political parties 
and private employers. The authors 
clude that most of the proposed adjustments 
seem teasible, although they warn that most 
of the 
require a considerable period of time before 
important results could become apparent. 


TAXES —The Tax Magazine 


civil service 


executive talent are re- 


favor 
Commission 


suggestions 


These 


con- 


Hoover Commission proposals would 





STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 


administrative rulings. 
types of taxes: income, 
insurance company, utility, 


This department's scope includes the following 
sales and gross 
franchise, 


receipts, property, gasoline, 


severance, and inheritance and 


estate. Most items are adapted from CCH reports on state and local taxes. 


Voters to Vote on Tax Measures 
in Many States in November 


taxes for the at- 
November 
heat that will 
Novem 


contests 


Politicians will vie with 


tention of tl gen 
ral electior ost of the 
draw the orate to the polls on 


ber } 


between 


rated by the 
candidate g, @ 


state tax measures that will appear 


spark two will 
flash over 
on the ballots 

Probably the grea t differences of 


where Proposi 


opinion 


generated in Calitorn 


tion 17 proposes to reduce that state’s sales 


> 
cent to 2 per 


will be 


and use tax rate trom 3 pet 


cent and to fix a new schedule of personal 


income tax rates. Beginning with a rate ot 


one half of 1 per cent on taxable 
thar $5,000, the rate on the 


cent and, 


income ot 
not more sixth 
$1,000 would be 1 pet 
the rate would prog 
added 1 per cent tor eacl 


$50,000 The 


thereafter, 
ressively increase by an 
additional $1,000, 
excess $50,000 


up to over 


would be taxed at 46 per cent 
Many of the 1 1 hat 
the ballots 


legislatu 


will appear on 


of bills passed by 

1d scheduled te 
approval in the 
\ 1957 
1) that 
would prohibit a state 
ther, H. J. R. 23, 


second class cities to 


general elections 
resolutu nim Arkansas (H J 
voters will either accept or discard 
property tax. An 
permit first and 


bonds for indus 


would 
issue 
trial development and to levy a special tax 
of not more than five mills on the dollar to 


pay for the bonds. 


State Tax News 


approval 
tax at tl 
Carried ¢ 
269, which 
bonus for 
financed by 


real and person. 


would be 
\ 
cent-per-pack 
\ veterans’ bonus 
to Kentucky voters. Finan 
would be accomplished 
that would apply to all 


g, food and medicine 


are slated to benefit 
nstitutional 

on the ballot in | 

hat state are 


ind special 


amendment 
uisiana 
currently exempt 


taxes te 
$5,000 
posal (Act 
t 


o ten years. 


a period 
538) would 


constitutional am 
would 
exemption 


rhe second 
Louisiana extend the 
implement to make 
implements used in the cultivation 
tion and harvesting of 
other 


clusively for 


and ¢ 
agricultural 
present-day 


machinery 


lipment 


purposes 


consistent 


with mechanized farm opera 
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tions. Presently the exemption applies to 
agricultural implements and farm improve- 
ments 
or cart. Louisiana’s third ballot proposal 
would amend the state constitution to au- 
thorize any parish, ward or municipality to 
levy a property tax of not more than three 
mills on the dollar for a period of not more 
than ten years to construct, equip, maintain 
and operate a home for senior citizens. 
Wayne County (De- 
troit) electorate will vote on a statutory 
amendment that will permit payment ot 
county taxes in Detroit from December 1 
to January 15 at banks designated by the 
county treasurer. 


to the value of $500 and one wagon 


In Michigan, the 


In Minnesota, a constitutional amend- 
ment proposed by Chapter 809, Laws 1957, 
will be subjected to voter approval. 

amendment, if passed, would provide for 
the extension of home rule to counties and 
other local government units by the legis- 
lature. It will also remove the prohibition 
laws regulating public schools 
and raising taxes for their support and will 
repeal the requirement of legislative au- 
thority for county and township taxes. 


of special 


Mississippi's voters will consider a con- 
stitutional amendment proposed by the 1958 
legislature. This proposal would guarantee 
the homestead exemption from ad valorem 
taxes assessed by counties and municipal 
school districts. 

In 1948 Montana voters approved, for a 
ten-year period, an additional six mill state 
property tax and an added six mill tax for 
the support of the state university. In the 
November general elections they will vote 
on whether to these additional 
an other ten-year period. 


continue 
taxes for 
\ better education plant is also the sub- 
constitutional amendment to be 
North Dakota. This proposal 
would authorize the levy of a one mill prop- 
erty tax to create a fund for the repair and 
construction of buildings at state colleges. 


ject ot a 


voted on in 


\ Nebraska constitutional amendment, if 
approved by the voters, would authorize 
the legislature to property titles by 
releasing real property from tax and assess- 
ment charges unpaid for any 


clear 


period of 15 


years or longer 


Ohio Tax Commissioner Bowers 
Marks Twenty-fifth Anniversary 
in State Tax Administration 


serving his 
Tax Com- 


Stanley J. Bowers, who is 
second appointive term as Ohio 
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Stanley J. Bowers 


missioner and who on August 31 rounded 
out a quarter century of state government 
tax work, believes that two essentials of a 
good state tax department are relative free 
dom from politics and the application of the 
proven principles of successful business man 
agement. 

A past president of the National Associa 
tion of Tax Administrators, Bowers can 
speak with authority on the operation of a 
state tax department. He has been with the 
Ohio Department of Taxation Sep 
tember 1, 1933. At that time the tax depart 
ment had only slightly over 300 employees 
Now it has approximately 1,000 employees 
and is divided into 12 divisions and various 
Besides running the headquarters 
in Columbus, Bowers keeps tab on 14 dis 
trict offices. 


since 


sections 


Coming early 


to the department in the 
days of the depression, Bowers’ first job wa 
When the state 
sales tax division was organized in 1935, he 
a traveling supervisor for that divi 
The same year he began a four-year 
study at the 

Columbus 


with the excise tax division 


became 
sion. 
course of Franklin University 
f Law at 


Upon his graduation from law school, he 
began working directly under William S 
Evatt, the first tax commissioner 
lhe tax department had previously been run 
by a three-man commission. 


state’s 


After serving as special counsel for the 
department, trying tax cases from 1941 to 
1945, Bowers was appointed assistant tax 
commissioner, advancing from that position 
to his present post. 
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collecting $800 million in 
says that making 
sure that the tax laws are applied uniformly 
to all taxpayers is his department’s chief 
“The majority of 
honest taxpayers, and they must be pro- 
tected,” he “It is the responsibility 
of our department to see that chiselers pay 
their fair share of the tax burden.” 


In charge of 


taxes annually, Bowers 


objective. persons are 


States, 


Bowers currently is vice president of the 
National Tax Association and treasurer of 
the Tax Institute, Inc. 

He has written numerous articles on vari 
ous Ohio’s 


structures, aid his articles on practice and 


phases of state and local tax 
procedure in tax litigation have appeared in 


the Ohio State Bar Journal 
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Meetings of Tax Men 


Che fall of the vear seem 


known 
sponsored by N ) University, 

he better known in the Midwest ts 
nsored by the University of Chic: 


spon 


he immstitut¢ 


by th 1 rsi of Southern Cali 


More detailed intormation about 


meetings fot 


New York University.— The nth 
inual Ih m Federal Taxation wil 
held November 5-14 at the Hotel Stat 

New York ¢ 


heduled 


stitute 


authors 


7, Arthur B. Willis 
nel discussion, “ 


Witl 


vember 
a discussio1 t 
rrations,”” and Sydney A. Gutkin and 
David Beck one on “Tax Evasion versus Tax 
Avoidanes ‘Exchange and Otl ey Prob- 
lems Doings Abroad” is the 
Richard C. Munsche 
Avakian is scheduled 
and Seizures” No 
“Responsibility in the Prepara 
Tax CPA, 
Employee” 


Business 
talk by 


Spurgeor 


subject ota 
November 6 
to talk on 
vember 11 


“Searches 


tion oft Returns 


Attorney, 


laxpayer, 
Othcer, or 
will be discussed by Michael D 
November 12; that date, Isidore 
Goodman will speak on “Pension and Profit 


Corporate 
Backrac h 
also, on 


Tax-Wise News 


e service, 


Washington 25, 


vember 13, 

“Contract angements 

Remainder; 
Fracti 


msequences 


Annuities witl 


with Remainder; 
same day, “¢ 
Annuity (¢ 
mium Deal” will be 


Irving 


ombinations 


Friedman's 


nivet! 


0 New 


University of Chicago. 
] ederal Tax ( nt 


” 21 
I-91 


University of Southern California 
rent tax pr I hen 
Annual Institute 
ation, sponsored by the sche 
held at Bovard Auditorium at the 
October 20, 21 and 22. Special 
| | 
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iblems is. the 


Eleventh 


emphasis 


will be on “Tax Planning for the 





A sunbathing wife got a tax cut 

for her husband by provoking 

wolf whistles from a nearby factory. 
He claimed these outbursts 
depreciated his property's value. 

He received a three-dollar 

tax deduction.—From the August- 
September, 1958 issue of Challenge. 


Faltering Business,” “Doing Business Abroad” 
and “The Use of Trusts in Income 
Estate Planning.” Also in prospect for 
discussion during this year’s conference are 


and 


corporate taxation and planning, problems 
of stock redemptions and of partial liquida- 
tion, long-term capital gains treatment on 
profits, the depreciation of property and 
resale to controlled entities as a tax-reduc- 
tion arrangement, and the use of so-called 
“syndicate,” or limited, partnerships and 
Twenty-nine outstanding speakers 
will talk on these and other topics 


trusts 


University of Dayton. — Scheduled for 
October 30 and 31 and November 1, at the 
Empire Ballroom of the Miami Hotel in 
Dayton, Ohio, is the Fourth Annual In 
stitute on Federal Taxation. Among the 
topics to be discussed are: “Deferred Com 
pensation,” “Transfer of Partnership In- 
terest,” “Tax Problems of Small Business,” 
“Unexpected Dividends,” Treat- 
ment and Taxable and “Attaining 
Flexibility in the Planning and Administra 
tion of Estates and Trusts.” The registration 
fee of $60 includes two lunches and a banquet 


“ Accounting 
Income” 


Registrations should be sent to the Univer 
Federal Taxation Institute, 
University of Dayton, Dayton 9, Ohio 


sity of Dayton 


Oklahoma Institute on Taxation.—On 
October 18 


Internal 


a one-day institute on the 
Revenue Code changes will be 

The meeting will be held at the 
Hotel, Oklahoma City, Oklahoma 
gistration and information, write 

Loving, Jr., 2700 First National 
Oklahoma City 2, Oklahoma 


new 


presente d 


Biltmore 
For re 
Graham 
Bank Building, 


Alabama Association of Public Account- 
ants.— The association will hold its Twelfth 
Annual December 4-5 at the 
Alabama. In- 


two 


Tax Clinic 
Hotel, 
cluded in the 


Redmont Birmingham, 


clinic are four 


sessions, 
luncheons and a banquet. The registration 
fee of $20 should be sent to the Tax Clinic 
514 Stallings 
Alabama 


Committee, Building, Birming- 


ham 3, 
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Montana State University—A three-day 
tax school, sponsored by the university at 
Missoula, will be held at the Rainbow 
Hotel in Great Falls, Montana, on Novem- 
ber 13-15. The program, consisting princi- 
pally of formal speeches, will include an 
estate planning problem to be 
by the registrants in small groups and then 
analyzed by a panel of experts. 
tration fee is $20. 


discussed 


The regis- 


National Tax Association. — lhe 
first Annual Conference on Taxation 
sored by the association will be held at the 
Sheraton Hotel, Philadelphia, Pennsylvania, 
October 27-31. 


Fifty- 
spe mn 


Eastern College of Commerce and Law. 
—The Sixth Annual Income, Estate and 
Gift Tax Seminar is scheduled for five 
consecutive Tuesday evenings commencing 
October 21 and continuing to November 18. 
For further intormation, 
at 3 West Mt. Vernon 
Maryland 


write the 


Place, 


college 
Baltimore, 


Federal Bar Association, Detroit Chapter. 
—The Detroit Chapter of the Federal Bar 
Association will hold its federal tax 
ference October 16 at the Veterans Memorial 
Building. The conterence topic will be fed 
eral tax problems in the 


con 


Michigan area 


The National Lottery Idea 


The idea of operating a national lottery, 


proceeds of which would go into the Treas 
which 
periodically in the minds of those 


devote some attention to the mountain-sized 


ury, 1s an recurs 


who 


intriguing one 


tederal government 
We have received several letters lately sug 
One letter went 


can't we legalize all 


revenue needed by the 
gesting the idea so tar as 
to ask: “Why 
of gambling and use that tax to 
mental institutions, build schools, 
increase the pay of state employees?” 


forms 
run the 
roads and 
The 
writer enclosed a four-cent our 
reply to his question. (We 
the value he sets upon our 


no matter—thanks tor the stamp.) 


stamp tor 
wonder if that’s 


Well, 


answer! 


Ideas and angels exist in a_ spiritual 


realm; otherwise, how can the phenomenon 


of the same idea occurring to different peo 


ple in different places in a relatively short 


space of time be explained Perhaps the na 
tional-lottery-for-tax-revenue idea is prompted 
by losing or winning at a Nevada 
Arlington Park or from H. R. 


3520 introduced in the last The 
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wheel or at 


(Congress 





Rulers come and go; governments 

end and forms of government change; 
but sovereignty survives. A 

political society cannot endure 

without a supreme will somewhere. 
Sovereignty is never held in suspense. 
—U. S. v. Curtiss-Wright Export 
Corporation, 299 U. S. 304 (1936). 


idea is 
1958 is 


alyzed in the August-September, 
Challenge, a very interesting 
iblished by the Institute of Eco- 
York University. The 
0 been discussed, some ten years 
ago, in t March, 1948 issue and again in 
the Febrt..y, 1956 issue of this publication. 
If this 
one, to say the least 


magazi!! 
nomic A. sirs, New 
idea had 


iaea is an angel, it is a persistent 


Using a lottery to raise money for public 
purposes stems from the practice of 
kings and dukes who, being short of cash, 
staged lotteries for at quasi-public 
purposes. But in more recent than 
when knighthood was in flower, the lottery 
has served the public Many of the 
states of Mexico, within the last 20 years, 
have operated public lotteries. Just before 
World War II, France permitted lotteries 
for raising funds for certain of the municipal 
At about the same time, sev 


early 


least 
times 


weal 


governments. 
eral lotteries were in operation in Germany 
Government took its cut by 
at 20 per cent and then 
itself in on the 


The German 
taxing the tickets 
cutting 
for 20 per cent. 


prize money, again 


at Various times 
in this country, too. Nearly all the colonies, 
before the Revolution, permitted their opera- 
tion. The lottery was still in use in Louisi 
1890, but 
trouble and crooked betting commissioners: 
so ended lotteries by 
United States 


Lotteries have been used 


ana as late as this one ran into 


governments in the 


A national-lottery-for-tax-revenue would, 
become another American 
paradox. We are a nation with 
gambling and we would 


nation of greatest gamblers 


like prohibition, 
strictest 


laws become a 


for-tax-revenue holds a 
terrific potential—sublime as well as ridicu- 
lous. The federal government, besides tak- 
ing the bulk of the revenue—that is, all but 
will impose a tax upon the 
thus taking a portion of the prize 


\ national-lottery 


the prizes 
winner, 
back. Those who become plungers in lottery 
tickets might lay themselves open to the tax 
gambler, and then 


on the occupation of 


Tax-Wise News 


there would be no repeal the 
present tax on gambling transactions. 


reason to 


As far as sales promotion goes, the fed 
eral government already has a mailing list 
of 60 million taxpayers to whom they could 
mail lottery tickets. The hope of winning 
back all that has been withheld 
paycheck is a terrific temptation. Even 
those taxpayers who lose in the Tax Court 
might be inclined to insure against 
loss by buying a dozen lottery tickets 


from. the 


such 


Tax avoidance is possible. Do as the 
Chellius family did. (CCH Dec. 22,860(M), 
17 TCM 121.) They bought an Irish sweep- 
ticket in the 
reducing 


stakes name of the family, 


thereby the total tax on their 
winnings 
This all sounds ridiculous and, of course, 


it is meant to be, but at the same time there 


are many who have given serious considera 
tion to the lottery idea only to find that 
regional morality is a stumbling block. 


and illegal only 
when and where it is prohibited, with the 


result that gambling is approved as moral 


Gambling is immoral 


and legal or disapproved as irreligious and 
illegal depending 
church and law of 
antigambling 


upon the attitudes 


1ace 


: 
t 
1 the 


a given time and 
There are laws in al 
states, yet 26 states permit betting 
tracks. Massachusetts and 


states with more or fewer restrictions permit 


at race 
certain 


gambling games to be licensed for chari- 
table, 


purposes 


religious, fraternal or educational 


2] 
| 


The tederal government collects a sizable 


revenue gambling devices such as 


playing 


trom 


cards, bowling alleys, pool tables 


and from the 
Why not go whole 


Cents” suggests? The 


and coin-operated devices 
occupation of gambling 
hog, as “Mr. Four 
prohibition problem was solved by permit 
ting the legal manufacture and sale of al 
holic beverages and by 


high 


applying a tax at a 
Why not 


impose a tax 


rate as a regulatory measure 
legalize all gambling and then 
to keep it regulated? 


Those opposed to the idea, besides 


pomt out 


t 


ess ot where 


the argument based on ls, 
that 


the money goes, 


mort 


a 
. 
ll 


a national lottery, regar« 


might siphon tunds whicl 


would otherwise go into investments 


savings and, in the long run, might be 


mental to our economy 
The 


increase in their complexity creat 


increase in federal taxes 


profession—that of tax man 
lottery might 
that of lottery ticket seller—an: 


Well, it’s just 


another 


] 
| 


create 


unemployment 





WASHINGTON TAX TALK 


The Eighty-sixth Congress will inherit important problems; the 
Internal Revenue Service will follow adverse court decisions. 


The Congress 


Major tax bills enacted and adjournment. 
-The Eighty-fifth Congress adjourned on 
August 23, 1958, and the Eighty-sixth Con- 
gress will convene on Wednesday, January 
7, 1959. Prior to adjournment 
passed four major tax bills. Of great im- 
portance to tax men were H. R. 8381—the 
Amendments Act of 1958 (which 
included the Small Business Tax Revision 
Act of 1958); H. R. 7125—Excise Tax Tech- 
nical Changes Act of 1958, known as the 
Forand bill; H. R. 13549—Social Security 
Amendments of 1958; and H. R. 11749—an 
extension of the Renegotiation Act of 1951 
until June 30, 1959. 


Congress 


Technical 


The new ( 
problems left 


‘ongress will inherit important 
pending when the 
When Congress passed 
to extend the 1955 
formula to 


present 
Congress adjourned. 
H. R. 10021 
taxing 
able 


manent 


“stop gap” 


insurance company 
1957, it 
company 
enacted early in 
insurance companies will have 
their 1958 taxes under the old 
1942 taxing formula when filing returns due 
March 16, 1959. Also to be resolved 
ly in the 1959 legislative year is whether 
e Renegotiation Act of 1951 should be 
extended bevond June 30, 1959 H. R. 11749, 
is passed by Congress in August, 1958, ex- 
tended the act until June 30, 1959, instead 
of the two-year extension, or until December 
31, 1960, as requested by the Administration. 
Mills of the House Ways and 
Means Committee has stated his committee 
next year on the 
a further extension of the act. 


tax- 
incomes for indicated a per- 
taxing formula 


1959 


msurance 
would have to be 
Other vise, 


to compute 


Chairman 
will hold hearings early 
need for 


Three members of the House Ways and 
Means Committee have announced their 
plans for changing the income tax laws 
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session. Congressman Curtis of Mis 


next 
will introduce a bill which will pro 
vide for an averaging of taxable income for 
taxpayers who have fluctuating 
Under Congressman Curtis’ bill to be intro 
duced in 1959, when a taxpayer's taxable 
income 


sour 


incomes 


increases by 50 per cent or more 
over the preceding year’s taxable income, 
he would automatically become entitled to 
compute his income tax under the relief 
provisions of a new Section 1348 of the 
1954 Code. H. R. 13824, containing similar 
provisions, was introduced in the House by 
Congressman Curtis during the last few 


days of the Eighty-fitth Congress 


Congressmen Sadlak of Connecticut and 
Herlong of Louisiana 
a bill to be introduced early next year which 
would provide 
ductions which would become 
nually during the next five 


so warranted by an 


will jointly sponsor 
forward-scheduled tax re 
effective an 
years whenevet 
adequate increase in 
federal revenues resulting from a rise in the 
rate of above 2 per cent 


“earn 


oT Tue. 
RrOwth 


national 
The Congressmen stated the as-you-go” 
provisions of their bill will be incorporated 
in a revised version of their income tax rate 
reform ‘bills—H. R. 6452 and H. R. 9119 

introduced during the Eighty 


received the en 


which 
fifth Congress and 
dorsement of the majority of witnesses who 
testified before the House Ways and Means 
Committee during its general tax-law revi 
sion hearings early 


were 


whicl 


this year 


Membership changes due in Congres- 
sional tax-law writing committees next year. 

At the beginning of the Eighty-sixth Con 
gress on January 7, 1959, there will be new 
membership appointments to the House 
Ways and Means Committee and the Senate 
Finance Committee. Five known vac: 
will exist on the House Ways and Means 
Committee and three on the Senate Finance 
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ncies 





Committee In the House, Congressmen 
Holmes of Washington and Jenkins of Ohio 
have announced their retirement at the end 
of the year. Kean of New 
Jersey and McCarthy of Minnesota will not 
run for their House seats, but will try for 
election to the Senate from their respective 
Congressman Gregory of Kentucky 
defeated in the primary election and 
will not be a member of the new Congress. 
On the Senate Flanders of 
Vermont, Martin of Pennsylvania and Jen 
Indiana, now members of the Senate 
Finance Committee, have announced their 
retirement from the Senate after this year 


Congressmen 


states 
was 


side, Senators 


ner ot 


Life insurance hearings.—Public hearings 
on the subject of taxation of life insurance 
companies will be held by the Subcommittee 
on Internal Revenue Taxation beginning 
November 17, declared Representative Wilbur 
D. Mills, chairman of the Committee on 
Ways and Means and chairman of the Sub 
committee on Internal Revenue Taxation of 
the Committee on Ways and Means. 

It was pointed out by Chairman Mills that 


because the “1955 formula” tor taxing in 


comes of lite 


was 


temporary legislation, Congress must decide 


insurance companies 


the proper method of taxation tor the tax 


able year 1958 and succeeding years 


For the pupose of gathering information 
needed to develop permanent legislation, the 
areas of life insur 
In 1949, a subcom 


Ways and Means 


Termed 


hearings will study all 


ance company taxatu 
mittee of the Committee or 
evolved the temporary legislation 
the “1955 it applied to the years 


1949-1950. Subsequent legislation, resultir 


formula, 


from further studies and hearings, applied 


taxation formulas to the ] 
hairman Mills, the 


witnesses to 


yresent 


According to 4 lreasury 


Department invites comment 


subcom 


its views his provides tl 
witl 


l 


miuttec useful suggestions and recommer 


dations in devising an equitable permanent 


formula for the taxation of life insurance 
companies on a_ total 


Also sought are 


Income 


approach 
suggestions as to possible 
improvements in or alternatives to formulas 
on the income of life in 


based investment 


Surance companies 

First witness at the hearings will be Robert 
B. Anderson, Secretary of the Treasury 

To facilitate the procedures, interested 
parties are requested to designate one rep- 
resentative to report their views. Voluntary 
witnesses should notify the Clerk of the 
Committee, Room 1102, New House Office 
Building, Washington, D. C., not later than 


October 31. Sixty copies of a witness’ pre 


Washington Tax Talk 


pared statement submitted 24 hours 

vance of a scheduled appearance are 
quired. An additional 35 
submitted for the press and the interested 
public. Included should 


be the name and address of the prospective 


copies may 


with the request 


witness, the name of the group or organiza- 
tion he represents, and the estimated time 
needed to present oral testimony. It 

gested a witness submit a summary 

ment of Witnesses 


informed of the date of their 


his testimony 


appearance 


Persons or organizations 
recorded, but not desiri 
may provide the 
their statement 
ovember 21 lf 


written stat 


views 
ntation, 
opies of er 

possible, 60 additional 
‘nts should 


mmiittec 


copies of these 


be available for the use of 


members staffs of the Congressional 


and 


and 
Treasury Departments 
copies can be submitted to the 


interested public 


The Commissioner 


Expense accounts. 


ne may 
his expense account 


it limited t 





(3) It is determined that the procedures 
| by the employer in accounting for 
these expenses are not adequate. 


usec 


The Commissioner also issued Rev. Rul. 
58-453 stating the circumstances under which 
mileage allowances for travel and per-diem 
allowances in lieu of subsistence paid by an 
employer to his employee while in travel 
status will be deemed as an accounting by 
the employee for tax purposes. The Com- 
missioner ruled that where an employee is 
paid by his employer a fixed mileage allow- 
ance or a per-diem allowance in lieu of sub- 
rates not in excess of 125 per 
cent of rates paid by the federal govern- 
ment in a particular locality, it will be 
deemed as equivalent to accounting by an 
employee to his employer. The maximum 
mileage allowance authorized by the federal 
government is ten cents per mile, and the 
maximum per-diem allowance is $12 per 
day An employee will be deemed to have 
accounted to his employer if his mileage 
allowance is not more than 12% cents per 
mile and the per diem is not more than 
$15 per day. 


sistence at 


Service will follow adverse court deci- 
sions.—The Commissioner has announced 
that the Service will no longer litigate cases 
under the 1939 Internal Revenue Code in- 
volving the taxability of “voluntary” payments 
to widows by their husbands’ employers. 
This area has been quite a problem to the 
Service, and the courts have consistently 
held such voluntary payments were gifts, 
and not taxable income to widows. (See 
Erla F, Bledsoe, 57-1 ustc 99211; E. P. Jack- 
son v. Granquist, ustc §9713; and 
others.) In T. I. R. 87, it was announced 
that the Service field offices will dispose of 
1939 Code cases not yet in litigation where 


57-2 


such payments are considered to have been 
made “voluntarily” by employers. However, 
where the Service considers that such pay- 
ments to widows were intended as compensa- 
tion for services, as dividends, or otherwise 
fulfilling a binding obligation, it will con- 
tinue to The Commissioner will 
position on 
1954 Code in a future 


litigate 
state his similar cases 
under the 


ment 


arising 
announce- 


The Commissioner also announced his 
position for [ 
stamp 
carry-overs. In T. I. R. 88, it 
announced that the Service will follow the 


disposing of involving 


and 


cases 


taxes premerger net operating 


loss was 
Appeals for the 
Schaefer Brew- 
{ 15,166, 
was entitled 
stamp taxes 


decision of the Court of 
Second Circuit in F. & M 
ing Company v. U. S., 58-2 
which held that the taxpayer 
to a refund for documentary 
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paid on a stock transaction where a transfer 
of surplus to capital did not result in the 
creation of any new or additional interest 
in the corporation, and did not constitute 
an issuance of shares under Section 1802(c) 
of the 1939 Code. In T. I. R. 89, the Service 
announced it would not follow the principle 
of the Supreme Court in Libson Shops, Inc. 
v. Koehler, 57-1 ustc § 9691, under the 1939 
Code, for any merger or other transaction 
described in Section 301(a) of the 1954 
Code. In the Lthson Shops decision, the 
Court held, under the 1939 Code, that a 
surviving corporation in a merger may not 
carry over and deduct premerger net op- 
erating one business against the 
postmerger income of another business which 
was operated and taxed separately before 
the merger. The Commissioner received a 
favorable decision in the Lil om Shops case, 
but the 1954 Code provisions set new stand 
ards to follow when determining if net op 
erating carry-overs can be taken by 
the successor corporation. Under Sections 
381 and 382 of the 1954 Code, the stock- 
ownership test is the main test for taking 
such loss carry-overs; stockholders of the 
predecessor (the “loss” corporation) imme- 
diately before the recognization, as a result 
of owning stock of the corporation, 
must own, immediately after the reorgani- 
zation, more than 20 per cent of the fair 
market value of the stock of the acquiring 
corporation. However, taxpayers were cau- 
tioned that it is possible that the net oper- 
ating loss carry-overs in such 
would be disallowed under Sections 269 and 
382(b) of the 1954 Code. 


The announced 
that the Service will follow the decision of 
the Seventh Circuit in United States Gypsum 
Company v. U. S., 58-1 { 9426. This 
decision held that, for depletion purposes, 
gypsum is Ruling 55-67 
held that gypsum could not be classified as 
unless it was used by the mine 
The decision to follow the 
Seventh Circuit means that the revenue 
ruling will be revoked and that pending 
claims involving this issue will be disposed 
of in conformity with the court's holding 


Form 1040A for 1958.—Taxpayers with 
incomes up to $10,000 reported on Form 
W-2, and with not more than $200 income 
not subject to withholding, will be able to 
use the tab card Form 1040A for 1958. The 
1957 Form 1040A could be used only if 
taxpayers had income of less than $5,000 
and not more than $100 not subject to with- 
holding. Taxpayers using the Form 1040A 
for 1958 must take the standard deduction, 
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and cannot claim exclusions or credits such 
as “head of household,” dividends received 
and retirement income credits, “sick pay” 
exclusions, expenses of outside 
estimated tax payment cred- 
Taxpayers with incomes of $5,000 or 
more must compute and pay the tax due 
when filing the 1040A return. The Service 
estimates that 31 million additional tax- 
payers can use the 1040A for 1958 because 
of its application to incomes up to $10,000. 


business 
salesmen 


its. 


or 


Resignations and promotions in top Serv- 
ice positions.—The resignations of the Com- 
missioner and one Assistant Commissioner 
of Internal result in in 
the top positions of the Service. Commis- 
Harrington 
reasons effective September 
President 
will 


Revenue changes 
resigned for 
30, 


new 


sioner personal 
1958. The 
has indicated a Commis 


not be appointed 


Justin F. Winkle, Assistant 
(Technical), with the Internal Revenue Service 
since 1934, leaves from the Service, also to 
pursue matters, after 


sioner immediately 


Commissioner 


personal a distin- 
guished career on the technical side of ad- 
ministration of the tax law. Mr. 
Winkle’s experience and mastery of the 
law his f 
quent Congressional 
committees improve- 


federal 


made extraordinarily effective fre 


before 
oT 


appearances 
in behalf 
ments and growth 


Harold T 
Assistant 
Mr 


Service, 


Service 


Swartz replaces Mr. Winkle as 


Commissioner (see our cover) 
career official of the 
formerly director of the Tax 
John W. Liiticton, 
Technical Planning 

appoimted 


Tax Rulings Division to succeed Mr 


Swartz is another 


Rul 
director 


} 


ing Division 
of the 
authors 
of the 


Division, whi 


regulations, 1s director 
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112 


of section report 
but does 
as the law It 
the courts will decide other pre-1951 cases 
in the future settles the for 


years after 1950 


correct leaves open how 


and law only 

From all this we conclude that the 
to the « ot to be traced is 
as follows: It is the amount received by 
the the amount paid to the 
mortgagee, and this is so even if the owner 
himselt 


answer 
uestion what is 


owner less 


personally liable or not—pays the 
This rule holds 


For after 


mortgage true 


1951 


for 


1950, 


years 


before ve the 


ars 


Washington Tax Talk 


advancements consid- 
ered to be highly appropriate and 


versally applauded. 


Swartz. These are 


are unl- 


1938 to 1958.—The 


income 


Service workload: 
number of individual returns 
filed with the has from 6 
million in 1938 to 60 million in 1958, Deputy 
Commissioner of Internal Revenue O. Gor- 
don Delk told the National Society of 
Public Accountants at their convention held 
Miami Beach, Florida. During 20- 
year span, business income Schedules C and 


tax 


Service risen 


in this 
F have risen from less than 1 million to 
over 10 million. The number of partnership 
returns has increased from 250,000 to 

than 1 million, and corporate 
from ™% million in 1938 
million 1958. Total 
lected by the Service has. risen 
billion in 1938 to $80 billion i 


returns 
rose to 


nm annual revenue 


from 


10-2 
LYoa 


Corporation income tax figures for 1955. 
The Internal Revenue collected 
otal of $21.7 billion in corporati 
1955. This $4.9 billion 
in 1954 when 1 
$16.8 billion 


filing 


Service 


Was 
total 
The number of active c 


1955 


collecti 


rations returns was 807, 


to 722,805 in 1954 


in 
as compared 
807.303 active 


corporations, 


returns showing a net income 


breakdown of the 513,270 net inc: 
shows that 35 had net incomes « 
$100 3,199 


between $1 


million ; showed net 
and $5 milliot 

of between $5,000 
and 242,916, or 47 | 


nder $5,000. To 


incomes 


was almost $889 billiot 


lion more than in 1954 
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old 
regulations go beyond 
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Quarter! taxes withheld by 
taxes collecte d, 
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t monthly deposits 


1 depositary 
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mety 
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with authorize« Forms 


720, 941 


November 17 (November 15 


day)— 


is a Satur- 


Due 


oup t 

° ss “a 
termine $100 minimum 
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106.606. ) 


general extension 
ling May 31 in the 


partnerships, ) 


toreign 
rations which maintain an office 
lace of business in the United States, 
domestic 


corporations which trans 


act their business and keep their rec 
ords and books of accounts abroad, (4) 
domestic corporations whose principal 
income is from sources within the pos 
United States and (5) 


citizens residing or 


sessions of the 
American 


traveling 
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including perso 


naval service on du 


(Code 

Regulations 118, 
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Due date of tederal use tax 
payment of tax on highway motor ve 
hicles, if first use occurred in October, 
1958. (Regulation Sections 41.6011(a)-1, 
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